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REVENUE ACT OF 1962

MONDAY, APRIL 16, 1962

U.S. SENATE1,
Co MirEE OE6 FlANO§,

The committee met, pursuant to recess, at 10 a.m., in room 2221,
New Senate Office Buiding, Senator Harry F. Byrd (chairman)
presiding.

Present: Senators Byrd, of Virginia, Anderson, Douglas, Gore,
Talmadge McCarthy, Hartke, Willams of Delaware, Carlson, Ben-
nett anXurtis.

J Also present: Elizabeth B. Springer, committee clerk; and Colin F.
Stain and L. M. Woodworth of the Joint Committee on Internal
Revenue Taxation.

The CHAnmAN. The committee will-come to order.
The first witness is Mr. Garner M. Lester, the National Tax Equality

Association.
All right, Mr. Lester. Take a seat, please, sir, and proceed.

STATEMENT OF GARNER N. LESTER, PRESIDENT, NATIONAL TAX
EQUALITY ASSOCIATION

Mr. LTER. My name is Garner M. Lester, and I live m Jackson,
Miss. I am a small businessman and farmer. I am president of the
National Tax Equality Association and: I am appearing here today
as the representative of that organization and its 8,000 members.

The association is nonpartisan and nonprofit. Its members are lo-
cated in nearly every State of the Union and more than 90'percent of
them are small businessmen. They are gravely concerned about the
unwarranted competitive advantage that certain business corpora-
tions have under the present income tax law,. They ar4 pleased that the
revenue bill of 1962 proposes legislation which will lessen the tax ad-
vanitages now enjoyed by certain organizations.

For many years we have urged the Congress to tax mutual fire-and
casualty insurance companies on the same basis as the stock companies
are taxed. This is necessary because, other factors', being eqpal, tlhecompany subject to the highest taxes must either charge higher
premhtnis or fail.

The burden oftaxation should faln al Impartlilly aiid should not
cause some forms of business to flourish arid oThers to die of and fail.
We believe that section 10 of the prposereyenue billtakes a much
needed step toward the objectiveoftax quality, i.
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REVENUE ACT OF 1962

This is not to say that the bill does all it could or should. As stated
by Congressman Teague of California (Congressional Record, Mar.
29, 1962, p. 4948), during the debate on the bill:

On( pages 106 and 192 of the bill before us providing for a tax on farmer co-
operatives and providing for the withholding of patronage dividends, REA coop-
eratives are obviously excluded and exempted. I call this rank and inexcusable
discriulnation.

Section 17 of the bill deals with the tax treatment of cooperative
corporAtions. Although. the need to tax cooperative corporations on
the same basis as other corporations has often been brought to the at-
tention of the Congress, I am afraid that the present provisions of H.R.
10650 offer little or nothing in the way of ameliorating the present
inequitable situation.
Few people question the fact that cooperative corporations main-

tain their rapid growth by means of retained earnings, upon which
they have paid no tax.

Tile objective of section 17 of the present bill, however, seems to be
to make the co-op patron, who doesn't get the earnings, pay the tax
thereon, while the cooperative corporation itself continues to expand
on retained earnings upon which it pays no tax.

When cooperative corporations were first granted their tax priv-
ileges, their organizations were small and the tax rates were low.
That is not the case any more. Thriving on their tax subsidy, cooper-
ative corporations have become big business, able and willing to over-
whelm any fully taxed competitor. Their combined, assets at the
present time total over $4 billion and about 85 percent of their equity
capital comes from retained profits on which they paid no Federal in-
come tax.

To give you some idea. of the way the cooperative corporation's form
of doing business is expanding in various fields, I will cite the follow-
ing examples.

In the marketing of farm products, total business has increased
from $1.7Tbillion in 1940 to $9.3 billion in 1960, a rate of increase in
excess of the agricultural economy generally. It is estimated that
they now handle nearly 28 percent of commercial production at one
or more states in the distribution process, as compared to 16 percent
in 1940.

For various commodities their proportions, according to tle latest
figures, are approximately as, follows: citrus, 60 percent.;: milk and
butter 45 percent; grain, 35 percent; and apples, 20 percent.

In ille -purchase of farm supplies, the bui ess volume of coopera-
tives has increased from $858 million in 1940 to $2.4 billion in 1960.
This represented 12 percent of farm suppliesln 1940 and nearly 19
percent in 1960. Among the more important items the roportions
are abofit as follows: feed, 20 percent; petroleum, 20 percent; fefti-
lizer, 18 percent, and seed, 12 percent.

Cooperative #arm supply wholesale organizations have been ex-
panding , their business at a tremendous rate. Seventeen- of these
major organizations had total sales of $170 million in 1941. By 1959
there were 21 of these mtjI cooperatives and their businessivolume
had'increase4 to $1.3 billion or more than 660-percerit. This increase
far surpasses that of taxpaying businesses.

In the marketing of dairy products, the business;done, by c9opera-
tives has advanced from $698"rriillion in 1941 to $8 billion in 196-0, an

1664



REVENUE ACT OF 1962 1665

increase of 330 percent. During this same period of time, the value
of dairy products sold at the farm level increased approximately 140
percent.

In the refining of petroleum, the cooperatives opened their first
refinery in January 1940. It had an average daily vohne of approxi-
mately 4,000 barrels. A report from the Department of Agriculture,
a few years back, indicated at that time that cooperatives owned 20
cooperative refineries with a daily capacity of 144,000 barrels, and that
local cooperatives supplied more than 20 perceitt of the fuel consumed
by farmers.

Cooperatives entered the field of fertilizer distribution in the early
1980's. By 1942, 8 percent of all fertilizer consumed on American
farms came from cooperatives. In 1952 their share of the fertilizer
distribution had increased to 15 percent, and in 1959 it reached 22 per-
cent. It is still rising.I It must not be thought that cooperative corporations are confined
to the marketing of farm products or the furnish ing of farm supplies.

Consumers cooperatives, for example, are engagedin such businesses
as auto repair barbershops, beauty shops, cold storage, funeral serv-
ices, laundry insurance, medical care, shoe repair, profiting, tailoring,
auditing and accounting, furnishing steam heat, operating parking
lots, et cetera.

Up to this point we have been discussing cooperative business vol-
ume generally. Now let us examine two cooperatives specifically.
The Farmers Union Grain Terminal Associaton (cooperative) mar-
kets grain in 89 States, handling more than 138 million bushels of
grain a year.

It began business in 1930 with $30,000 of borrowed capital and by
retaii~g most of its corporate profits without paying any tax on them
built its net worth to more fhan$41 million.

Within the last 6 years, it purchased a soybean plant for $6 million,
37 country elevators for $1.5 million, 11 million bushels of terminal
storage at a cost of more than $5 million, a feed manufacture and
elevator company for $4,800,000, and it now is starting a long-range
expansion of feed manufacturing facilities, the first 6 mills costing
$6 million.

It also constructed a $6 million addition to its headquarters. There
seems little, if any , justification in making the farmer patrons of this
organization pay income taxes on the profits that the corporation
earns and keps. It is estimated that the Federal Treasury loses more
than $1 million annually because this huge corporation is able to
escape corporate income taxes.

The Cnsumers' Cooperative Association of Kansas City, Me.,
began business in 1929 with seven local cooperatives as members and.
$10,000 as capital. It has expanded until, at the close of its 1960
fiscal year, it served 1,702 local cooperative associations and its networth was in excess of $59 million.

Its facilities included nearly 1,000 miles of pipelines oil leases and
wells, 3 petroleum refineries 10 warehouses and terminals, 4 fertilizer
plants, 2 feedrflls, and a paint factory. It -owies a part interest in
other cooperative processing and manufacturing plants and in the
Interniatioitd Co-op Petrileim Assdiation, 'which transp6rts petro-
leum products to its members in many European countries. ..
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The members' of the committee may recall a few years ago the
Virginia-Maryland Milk Producers Association purchased the Em-
bassy Dairy that supphes milk to the Washington area. The c~opera-
tive finally achieved a monopoly position, which the Supreme Court
subsequently held was unlawful. It ordered the cooperative to divest
itself of this acquisition. As a business organization able to expand
on retained earnings upon which it pays no income tax, it is natural
for a cooperative corporation in competition with fully taxed busi-
nesses either to put them out of business or to buy them out, and to
expand until a monopoly position is achieved.

There exists no justification for Aot taxing'a cooperative corporation
in the same manner thiat any other business corporation is taxed.

* A cooperative corporation is a corporation chartered by the State
as an entity, separate and apart from its patron members.

Like any other corporation, its members elect its board of directors
and the board of directors in turn set the policies of *the corporation
and elect the officers to carry out those policies.

Like any othbr corporition, it contracts in its own right. Its
member patrons have no inabilityy with respect to corporate debts. It
may have common and preferred stock outstanding. and, may own
chains of subsidiary corporations. It owns property in its own name
and can sue and- be sued in its own name. A patron member has a
mere equity in the organization as contrasted with a right to take ashare of the current profits out of the corporation at will.'

The profits earned by the Cooperative belong to thecooperative.
The patrons have no rights, with respect theretq, except as may be
provided in the terms 6f a patronage dividend deelared-bythe board
of directors.

It is true that cooperative bylaws usually require that a declaration
of allocation of earnings be made, but the declaration can take the
form of an allocation on the bo6ksplhis 'a letter of advice. It creates
no p resent claim on profits.,

The cooperative corporation retains its p*ofits, though it pays no
income tax thereon. If it is sound tax policy to tax an ordinaty
business corporation on its income at rates up to 52 percent, we submit
that it would be sound tax policy to tax a cooperative corporation
in the same manner'

Cooperative spokesmen claim that the Patronage, dividend repre-sents a rebate, rather than a profit distribotion. rhey say that the
price of an article, purchased at a local farnt supply -op, is not
definitely known and when a patron makes:, a purchase, tie money
he pays is held for hitn until the exact price is knowni, at wliich time
,heis sent his change as a 'patronage dividend.

They claim that this results m a nonprofit operation so that the
cooperative has no income to tax., 1 This theory has been discredited
many times by many writers, as well a by the staff of the Treasury
Department and the Joint Committee on Internal ReVonue Taxation.

Thelatter in'a study released In April 1661, statUd in by saying:
The fact that cooperatives are corporations and that Congress'has the con-

st1tutioial power to tax them as corporations tay appear so obvious that-dis-
cussion of theposition is unnecessary.

The study then proceeds--/ /

to establish beyond question that cooperatives are separate entitles that are
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The cooperative corporation does not put the money it receives from
a patron who makes a purchase into an individual box or envelope
marked with the patron s name, and after withdrawing the propor-
tional costs and expenses therefrom, return the remainder to the
patron as a patronage dividend.

The source of the patronage dividend is money belonging to the
corporation and subject to the claims of its creditors. It is money
that has been subjected to the risks of business and represents the re-
turn earned by the capital risked in the business.

The fact that a dividend is distributed on a patronage rather than
on a stockholding basis has no real significance as to the ownership of
the earnings, particularly since the obligation to distribute it that way
is made by members with their own corporation, an organization
operated and controlled by them.

It is significant that in most cases patronage and stockownership
are approximately the same so that it makes little practical difference
on which basis the dividend is declared.

In 1951, Congress passed a law, in effect, modifying earlier Treas-
my rulings which permitted cooperative corporations to escape Fed-
eral income taxes and retain profits by allocating them to their patrons
in accordance with a preexisting bylaw dr some other legal ob igation
requiring'them to do so. The allocation cotild be made in the form
of letters of advice or in some other fiamer that disclosed to each
patron the dollar amount allocated to him. Congress was advised
that the patron members were already required to pay income taxes
on such allocated profits, and the 1951 w was enacted dn this false
assumption.

The courts later held that since the patron member'did not receive
and could not demand such profits currently, he could not, be cur-
rently taxed on them.

Consequently, at the present time, cooperative corporations can
expand on retained incenme whici is traced neither to the corporation
earnings and keeping it, nor toits patron members, who have received
nothing of market value.

The cooperative corporation can proitly scie th6'ix because it
has made a paper a6 ation' of its profts to its patrtfis,' perhaps in
the form of a letter of advice, telling the patron the dollar amount of
his patr ge diideid. This is a fWi, defec6t a the eber patron
escapes the tax be aise he h os no,'In Act re eivbd ayivalue
from the cooperativo,b the allocation upon which income taxzw6uld

Was pres imably 'o r i'e, Y,,thi' s 61 t stin 1W *htfi 'o6eratives

retain hundreds of AilloiMof do liot tad' free khd pay little or n6
income taxes, and in which patrons likewise are not taxable, that sec-
tion 17 was incorporated intS .R. 10650. Tije prpod -'l aw provides
th4it a cooperative corporation is jiot'r6quird to pay income taxes on
profits alf.ate4 a a ronage dAvidehds even then m6r ly evidenced
by "qualified wrt6n notices of allocation."

A "qualified written notice of'alh~an isdefiii&1 to mean, among
other things, s written notice of allocation which may be redeemed in
cash at its stated dollar amout for a period of 90 days, and the dis-
tribute receives written notic'e:f the right of rede ption at the time
he receivesthenoticeof allow a66n,-
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That, I feel, is already the rule of constructive payment, but it also
is defined to include a written notice of allocation which the distribu-
tee has consented to take into account for income tax purposes. That
is where the difficulties arise.

There is clearly no objection to requiring the patron members of a
cooperative corporation to pay income taxes on a patronage dividend
received in cash or merchandise. His income has clearly been in-
creased by the fair market value of the merchandise or by the sum
received in cash.

Similarly there is no constitutional restriction upon making the
patron member of a cooperative pay an income tax on a written notice
of allocation when he is informed tlat he has the right, within 90 days,
to redeem the notice of allocation and get the cash if lie so wishes. This
is constructive payment.
W e believe that in order to accomplish the purpose of making the

member patrons pay taxes on-profits earned and kept by the coopera-
tive, they must. be given an opportunity to receive such income in a
form that has a fair market value.

If the patron members of a cooperative wish the cooperative to keep
its profits, they can keep their notice of allocation and not redeem them
for cash but pay taxes on the amount allocated. The cooperative can
then continue to expand on retained profits, on which the cooperative
itself pays no income tax.

The bill goes further than that, however. It allows the cooperative
corporation to escape income taxes on profits which the patrons have
consented, or are assumed to have consented, to take into Account for
the income tax purposes. The bill provides two ways in which the
patron is to be held on the consent basis. He can male his consent in
writing, or lie can obtain or retain membership, in the organization
after (1) it has adopted a bylaw that membership in the organization
constitutes such consent, and (2) the patron has received a written
notiflcation and copy of such bylaw. f ..

The ways and means discussion drift bill version of this provision
required an annual consent in writing by the patrons.

It is probable that such an annual consent. would encourage the
patrons to take patronage dividends into, account for income tax
purposes. ":The income tax is supposed to be based upon the ability to pay. The

cooperative corporation which earns and keeps the money has the
ability to pay. How can a consent in waiting aftach income tax liabil-
ity to a patron who has not received the in'come, has no control. over
the income and may never receive the income I

The draft bill approach, of implying cinsdnt by means of passing
a bylaw and giving notification thereof together with a' copy to the
patron, seems far removed from letting the patron consent or, dissent
from his proposed role of taxpayer on earnings the cooperative makes
ahtd keeps.

Under this "bylaw consent" provision thejpafon is stated to havegiven his consent by merely continuing to o business with the co-
operative. The only way tie p-oposa1 permits him to dissent is by
ceasing to be a member ofthe organization.

Through the years he may have acquired a substantial interest in i
the cooperative. This provision, however would ,forc6him to pay ai

11 1 " , ,- .,, .i *.'4 ..,. - - z
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tax on current income he has not received, and cannot presently ob-
tain, or else resign from his organization.

In some areas cooperatives have expanded to the point where their
facilities are the only ones available. Many farmers, in fact, might
be faced with the alternative of selling their farms or else remaining
members and thereby be considered to agree to pay income taxes on a
paper patronage dividend in order to let the cooperative expand on
retained ealings upon which it pays no income taxes.

Oui' attorneys a vise me that this provision for a bylaw consent is
certain to lead to litigation. Members may continue to patronize a
cooperative after knowledge of the bylaw without actually consenting
thereto. The patrons may feel that they have never in fact obligated
themselves to pay taxes on mere letters of advice just because they do
business with the cooperative.

Their doing business with the cooperative does not, in their minds,
give rise to an obligation on their part to pay taxes on the income
that they don't receive from the cooperative, hi order to permit the
cooperative to escape the taxes on its retained income.

The 16th amendment to the Constitution permits the taxation of
income from whatever source derived. If the taxpayer actually re-
ceives, or can receive, income, the tax can be levied, but, the income
has to be there in the first instance.

There are a few situations, with respect to closely controlled cor-
porations, in which the stockholder who can get. the income any time
he so chooses, is taxed on its earnings. The valdity of such proceed-
ings is based on the fact that the taxpayer was in a position to re-
duce or obtain income at any time he chooses to do so.

This is in sharp contrast with the co-op patron whose consent to
pay taxes on income not received is supposed to be implied from the
mere fact. that he does not cease to be a member of the organization.
If he does not, and he is not entitled to currently receive any thingof
value, if he cannot control the cooperative, if, in fact, he may never
receive the income involved, there is obviously a grave qutestibn
whether, consent, implied from mere dealing with1 a co-op, gives ibse to
valid tax liability.

In the Long Poultry Farms, I4w., case (249 F (2d)726), theby
laws of the cooperative corporati0i provided for a revolving fund
ceitiflcate issued in the amount to be evidenced by i'edits in thlie r-'
sere account...

The bylaivs further provided:
All sucli amounts shalll have the same status as though they had been paid

to the patron in cash in pursuance of a legal obligation to do so, and the patron
had the4 finished corresponding amounts fore'apital in the asaoietton.

If this bylaw fiction could be a substitute lor fct th.e situation.
would be treated as though the patrons had received flr patronage
dividend in. cash and they would have to pay an income tax-on this
basis. But the court said that this was "simply to exalt fictiOn and
ignore realityil"

The Commissioner then sought to rely upon one of -his reguM 4ions,
The court answered that any regulation tha-- ,
attempts to tax as Income what Is not Inome under law Is, of course, void and
of no effect. To require the inclusion in Income of contingent credits such as
are here Involved, would be to require the patrons of cooperatives to pay tax
upon Income which they have not received, over which they have been given

1669
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no control and which they may never receive. Apart from the question of
constitutionality of such a requirement, which would be a serious one, it is a
safe assumption that Congress never intended to impose upon the patrons of
cooperatives the hardship and burden which the taxability of these contingent
credits would involve.

There can be no'doubt that the "bylaw consent" raises a serious
constitutional question and that there will be litigation before it is
finally settled. t

Doubtless both the Congress and the President want a-law definitely
taxing co-op profits either to the cooperative itself or its patrons--a
law that will not result in years of litigation.

The bill, as presently written, can result in the same situation that
.now exists. The courts might again hold that an implied consent
by bylaw would not create any tax liability for patrons with respect
to income not received, In that case,' the cooperative corporation
would then continue to escape taxation on its retained profits because
of the law, while the patrons would escape the necessity of paying
income taxes on the moneys owned and controlled by the cooperative
because of court decisions.

Not only is the "bylaw consent" provision likely to be held unconsti-
tutional, but also as a matter of tax policy it has nothing to recom-
mend it. Should cooperative corporations be allowed to expand on
retained income upon which they have paid no taxes I
i Why should a co-op be invited by statute to coerce patrons into pay-
ing an income tax on its income which they have not received?

Should legislation shift the tax burden on the cooperative corpora-
tion's retained earnings to its farmer patrons I I do not believe that
farmers would want this type of legislation.

If this "bylaw consent' provision were adopted, it may be assumed
that most co-op managements will use it to force reluctant members
into line. The Treasury Department would face costly attempts to
enforce a measure like this against these, patrons! The individual
amounts involved often would not cover the cost of collecting them.
Failure to collect would mean at least a pro tanto return to the present
situation.

Section 17 of the bill iiust be changed to ifisureI that this cannot
ha ppen.

We suggest that you delete those provisions of the bill dealing with
consent.' A cooperative corpoitioni has everythn it'ieeds in the
pi04sion allowing a deduction for a patronage dividend paid in
scrip with da 90day 1 otion ih whih iftca- be receie foie "1 .

The patrons can indicate their consent by not exercising "thi option.
That procedure is fair to both the coop eitiit i id tie patrons The
patron° receives somethiha of- valueL and so he cannot comjplaii if he
is taxed on it. Pat ishii'to 5et their ,-op'gow* fl-keep thejrpatronage ividenid $p. riid thie o.-op'1tlf'ci 'tb,~ an~i ings
onabas tax freetoitself.

Co-op spokesmen claim thai to have ati adequate inci~aseii capital;
all patrons ohitld cohftribte th r6 fland, that! the lbylaw consent
provision is n 8si%.ry,'16r this purpose. This is iot the fact. The
cooperative corporation can borrow funds from the bankio0 -cooper-
atives ja f't br iltbl aes. It di 1 Stockthe( waV other -,porht1dis
do. It can keep its profits a~d ity, 4t~t on°thainfthbwayits mpeti'
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tors do. Cooperative corporations should have no difficulty raisingcapital when so many avenues are available to them for so doing.
The law, as it stands does little or nothing to correct the present, in-

equitable situation. *e believe that cooperative corporations and.
their patron members should be taxed in the same way that other
business cor orations and their stockholders are taxed.

We urge that you deny cooperatives the right to deduct patronage
dividends from taxable income. We do not believe that a cooperative
corporation should be able to make all of its earnings disappear for
tax purposes by means of patronage dividend allocations.
The exisitng inequity is disturbing to our economy', not only bause

of the impact of tax-free corporations competing with fully taxed
corporations, but also because it artficially makes the cooperative
corporation a favored way of doing business.

We believe the "bylaw consent" provision of the bill is unfair to
the patrons. The patrons should only be taxed on income that he
receives, or at least controls. If he is able to reduce it to his posses-
sion then and then only shoula he be taxed on it.
The "bylaw consent'r raises a serious constitutionality question, and

you may be sure that years of litigation will follow the passage of this
bill in its present form.

The bills proposed basis for taxation is unfair to the other taxpayers
of the country because of the special privileges it allows a special group
of business corporations--the cooperatives. The full taxation of
cooperative corporations should bring in at least $150 million in tax
revenues. The Treasury estimates that the present bill will bring in

$35 million but it may be less than that. The Government deficit be-
ing what it is, special tax privileges to this group of corporations
should be fully repealed.

For the above reasons, gentlemen, we hope that you will change
the existing provisions of the bill and put more equity into our tax
system and raise much needed revenue for our Government.

The CHAIRMAN. Thank you very much, Mr. Lester.
Mr. LETERR. Thank you.
The CHAIRMAN. Senator Anderson?
Senator ANDERtSON. You do believe then, that when the dividends

are obtained or rather earned they should be immediately paid, and
the income tax should be paid oi them at once instead of allowing it
to accumulate f

Mr. Lmsmn. Yes, sir, we believe- when they receive patronage diviL-
dends in cash, br ii scrip Witr a 90-da;y option to get cash instead of the
script the patron ought to inclde it in his taxable income for that ur-
rent year.

Senator Axiwmsox. You referred to two corporations the one
started by Mr. Thatcher, I think,bf St. Patil or Miftapolis and theCo Wdenig'oup in KansaQ()ity.

Mr. FSTX . 'Yes, sir.
Senator ANDERSON. ,You recognize a great deal of the profits of

the *Grand Terminal Association has been madeby, the program of
the De artmnt f Ar iculti o regran, do'pydh d

Senator AN moN. And, therefore agriculturalpoli that results
ii ace nilatiokt of hue surpluses, ;4'ral - nd d mlhbn bushels of

8210-0-t5--
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wheat is a vei/ (Iesirabite prograni for the people who store this grain.
Money lrom storing that grain has made flem asi much profit'as ha w-
dlingt hefarinersgra inhasn't it.

,-lave you checked to see how much. money they trve made from
storing the Govenmment's grain as compared tO what they have rraade
from handling the farmers' grain?,

,Mr. LESTER No, sir, I haven't figured that. If they make money
from storing the Government grain who does the money belong to?

Senator A NDFR4ON. I t think that. would take a long thn for me to
answer. 'But Idon't believe in the Government program to acquire
hiigesurpluses of grain and never have, I think they ought to be dis-
posed of. I merely say the stimulus to that prograr, comes from the e
treat oiranizations that make their money by storing grain and not

'yhading grain., :, , '

Mr. L sn. Yes, sir.
Senator ANDERHON. Is there any reason since they make their money

fiom the Government on lint, that they shouldn't pay tax on it?
Mr. LESTER. It seemns to me they should pay taxes on it.
Senator ANDERSON. Currently?
Mr. LF STER. Yes, sir.
Senator AINDERSON. That isa 1.11.
I have no further questions.
Th CHAIDRAN. Senator Williams?
Senator ArTLIAMS. No questions'.
The CITAIJIMAN., Senator Talmadge? Senator Carlson?
Thank you, Mr. Lester.
Mr. LESTm. Thank you. I ask that our general counsel's memo-

randums on the constifttionality of legislation taxing cooperativestand
patronsbe inserted in the record as a supplementil statement..

(The supplemental statement referred tofolows:) , ,

REPLY ny A. W. ADOOK, GENERAL COUNSEL OF THEN NA'IONAtr TAX E QUALITY
AssoOATz01o TO CONSTITUTIONALTY OF LEoISLATION TAxIxo TO PATRONS INCOME
EQUAL TO TuxFA WAO3 AMONT or- NoNoAsit PATRONAGaEREipuNDS -DIStRIBUT'ED

no'rIIMBY OOtIAI"v. " '

Prepared by Mac Asbill, 3r., for National Councll of, Varer Cooprattvesr

Mr. Mac Asbill's brief attempts to demomtrate the constitutionality of legis-,
lation taxing to patrons income equal to the state valued of nOnqf6h patronage
divldep s distributed to them by cooperatives.-- :he autl om(itio has been abk,
tO find; however, maie his brief, far from convncin..

Ag stated on page 4itheonly constItutional iimiEtiion ithe iowei ot ibongress
to tax Is the fifth amendment prohibition against thi taking of property without
due process Gf law. The relationship between the lonme and the lPer .on txed
must be su4elently close to justify the impositonof the tax on puch, person..
Mao Asblil argues that the patrons airthe beneficial owirsof 'th6 coop coQme,
and that means, he say* that they are so closely related that the'patroncaml be
taxed on, income they do not actually or constructively receive. n actuality,
however;,,this elosenesi b.,tween: the patron and, the :coop Is largely 'fictional.
The farmer may. sell his product to a co.o or by supple at acoop store, yet, it
may iotbe P-Olsblebfoi hima t6receive the inconmbat I t, leneficially" bistfor 1ig
or 18 months, f then. AThe eo-op maj sufferflkianeial reverses, with the reitlt
-that he may never receive tbe money. is lhe so cet ,that mon y that in, all
fairnesse 0 beo iao.to poi't oa, ltx t? - .:

business income Will* 11 taxes . - s, iin6noiPout but tuat Ooutmes can, tax

the Income of a corporation or the Income Of a partnerslmji that- o rate iike a
corporate . ,'' There isnot akioubt that It can tax partners on tom-income they

%j .
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earn through their partnership, or stockholders on the dividends they receive from
their corporation. U'he question, however, is whether or not an individual cn
be taxed on income not received,.-

Xac Asbill refers to the fact that the shareholders of a foreign prsonal holding'.
company are taxed directly, on current earnings, even though they are undis-
tributed, Here Is a device to stop tax evasion., -To qualify as a foreign personal
holding company more than 50 percent of the stock must be owned directly or In-,
direotly~by-aot more than 6 persons who are citizens or residents of the United
States. Five or less persons controlling a foreign personal holding company .

are' Well able to withdraw funds therefrom. They control and are so close to
their i corporation that it does not seem unreasonable to tax them on the earnings
they control. It might be that a minority stockholder would exist who had no
control, etc., but he could sell his stock If he wished to. Such a foreign personal
holding company is hardly comparable to a cooperative corporation. If the'patron could get cash upon demand because he had control, the comparison would!
be. more applicable.

The brief also refers to Helvcrha ono., 804 U.S. 282, in
which the Supreme Court state at Congress could ha. xed the share-
holder directly on the year's stributed profits. ffere again lave a case
of tax avoidance.' The No nal Grocery Co. had one stockholder, y time he
wished to take funds out the corporation he c do so because he strolled,it. The courts frequen pherceg the corporate lfor o sub-
stance, in order to ta Income t the les t at own or ntrol it. In tax
avoidance situation e corporate M s obser d orn
which view produce the larger The at Groc Co. case can on be
properly compa to a coo rative'that ha membe It canot
compared to theo marye cotp o

Mac Asbillsta s that under the ov leat ich w hay found to h
of no help at all Congress could constit all tax R]
of the worthle scrip he receivedtro, s c"o-. He g aeven irther and
says the patron ould be I " for the t on he'retai earnings
of the co-op ev though e r~e.-ed 0o C fuwt_ hato - certainly
has not been d onstrated.
On the -footn e oi page , ill make h owing statement: "Al-

though the, def tion- of gr s' Ineoh n the 6iI seemingly 'tilembracing,' I isa bvimmsFly n 'inten d tx e yt yr I iomth
constitutionally old be at lbu dtoh " v this he W out th
a cash basis taxi yer is no on (-e ut It received 'I omi.
does not tilistrate is point that thd all a lng sta ute is'n Intended
taX all 'Income but rely shows why meis t tax twi If an Inc meItem became taxable hen It pccru and ag w e in
except for business d 6 on a cash all incoi e _ta 1 ll oni to. 4 tal or o'nce' A co nor of accotmil a6" to b4
practiced.,. tht to . , a

The neiX exanmi de thei ' Asbll 'urses to pro4* hi ioint lth a O-loratestockholder Is, as ft rfle,, not t d, on undistributed corporate n'e--but t e
c06stitutlonallt , o4 always, doi the point e is tr est
have seen that if a, stockholder 'has con-on and use I tax
avoidance purpoes; he gay. e taxed on the corporate income., N oas

heemI silid; _however 1' tbft; indl4e t1at, a atpkhojder mpa ' always, be mgaie tq
p%. an tieome itaii o6 divdends not iefcitly'o onstructIvel Yreoived.It foflws 'teem, the abvO; "thatsino, Congress taxt& Income, fro Whatever
source derived4 If the patrons derive Income from- co-op net margins tho Coin .
misseoner could collect a tax, on such Income right pOw. No section "of the COestates"that a patron' ts exempt with respect :t6 hs , sre Of coop net margins./
-The Internal Revenue O~de'xes the'-patronon all of. lis income, and t4at' "
would, Include the Income be, i'eeved as ht sbre of the poji fiet margin,That'Is, infect, what the C mmi~sioter tried; to? do lia time Lo vaot oij case;..The mere fact that the revolving fund qr, timtoeao 1pued, by the.co-op were worth-.lesslhold no have prevented, the c6llecomu6 of thetax from a taxpayer''on theaccrual basis, if, in fact, the taxpayers' share of th6 net margins in' any ay
constituted income. to',, htmbefore distributon. 'lrntbemnore, the-byAaws prf,
YIde4 that the. reVO! no g K wm c f pes ould havetbe same statustas though f
they had been' W41dd t the pUtrons In cash and the patrons had them furnished',cortsPonditng amounts of capital for investment In the assolaton. The court"felt that such aprovlsion exal tedfoton and Ignore4 reality., It Mtht elained

I 1"'
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in detail that since the patron had received nothing of value, he had not received
any income on which a tax could be' levied. •

Mac Asbill argues that if Congress can tax partnership income directly to
partners, it can tax cooperative income directly to patrons., In the first place,
a partnership is n9t a legal entIty in the way that a corporation is. If a partner-
ship earns money, the income belongs to the partners., Entering a partnership
is a much more formal act than trading at a co-op store, for example. The
partners usually enter into a partnership agreement fnd the distribution of
partnership income and the rights of withdrawal are clearly set forth, The
partners have control over partnership activities and It would be unreasonable
to say. that t11e partnership income did not belong to the partners. The patron
of a co-ops on the other hand, has no comparable rights with respect to co-op
net margin6. The cooperative corporation that earns the profits is the entity
that should pay a tax on them.

Under the revenue acts prior to 1921, if a corporation were formed or availed of
for the, purpose of escaping income taxes, the stockholders were required to
include in their gross income their distributive siare of the corporation net
income, as though it bad been distributed to them In the form of dividends.
This provision was held valid in do leotor v. Hubbard in 1870. In 1920, in Jianer
v. Macomber (225 U.S. 189), the majority opinion indicatedthe case shouldbe considered overruled. In 1921, Congress was afraid that the law would be
held unconstitutional and so It abanoned the idea of taxing the shareholders
on their share of the corporate income and imposed the tax on the corpora-
tion Itself. Mac Asbill, therefore, in the last part of his brief attempts to
show that Congress should not have been afraid, because R/stwr v. Macomber
was not in point. As it isn't in point, it certainly can't be helpful in establish-
Ing the constitutionality of taxing patrons on income earned and retained by
the co-op.

On the last page of his brief Mac Asbill attempts to show why a patron is
close enough to his co-op to have its income regarded as his Income. He points
out that a patron can only become a patron by doing business with the co.op,
selling his crops to it, buying Supplies from it, etc. He says this makes, him
closer to the co-op net margins than that of a stockholder to corporate earnings.
The Issue is whether or not the patron has received any income upon which he
could be taxed. This Is not a case where a few patrons own more than 50 per-
cent of the co-op stock and control It for the purpose of avoiding income taxes.
Unless there is some tax avoidance scheme involved, the courts will take the
relationship of a patron to a cooperative to be what it appears to be. _The
money earned by a cooperative belongs to the cooperative. Unless the co-op dis-
tributes something of value to the patro ns, the patron receives nothing of value
from the co-op uPon which he can be tAxed.

The C3IAiBmAr. The next witness is Mr. Jrry V oorhis, Co erativeLeague of 'TtltI a ,$MPt4te..0C per

STATPEIT06 AkR1f VOORHIS,' EXECUTIVE DIRECTOR, OF THE
COOPERATIVE LEAGUE OF THE UNITED STATE OP AMERICA

Mr.' V'oonxs.~,Mr.~tohavr Mr.'1ownwsnd,
the director of our Wasihington office -sit with meif; it is hllight,. '

Mr. Chairman and Senators, I am going to as ume in my t*tirnouy
that this tmmtt a ril want coopera-
tlves to "itiU as a construetive pa, o our American free enter-
prise systemf., , - .II t.I

May' I ask, Mr. Chairman that my writtenstatdihent te iibliided
at tlhe nclusioiio my relnakS'in full iA the iord..
.lis i'ong, for me to, keep it within 10 minutes and, therefore

if itisIall rightl would rather testify than readit. nd, th.refore,
TheCQUMA N.'A. Yor pu*poseis #erlauda ble: "It will be included

in the record.'
Mr. Vooun'o. I might .,point out that my written testimony is in the

nature of a legislative history of the bill:as it is befor the committee;
'I ~.
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We are asking for two o re0 i1, n ,08 it
stands.

I submit, to startwith, if cooper'tives are t6 actually oy e e basic
injustice under which oivr, farners, now su-,er, thr .r pwt needs
to be even fast tlwri Ur."Lse has in , d.- Wo h~ve1 lee wres-
tling with this problem a long time and idon' ,knTw lt we have

1oeu ih'MI answer as inudb
come up with near y as contructive an afgund.f
cooperatives through which primary producers can owhsoe portions
of the profitable parts of the industry in w1iicA' they engage.,,

Cooperatives are still small' 6mp r e' .6, their b g ihte rated
competitors.' But that growth is not going to hW achieved,- Mr. Chair-
man, and shouldn't be by any kind of tax favoritism or advantage.

Mr. Lester himself Las pointed out that cooperative n't achieve
a monopolyposition because he haspointed out that thq Supreme Court
made a decision which prevented it.

I am not going to go any further in answer to Mr. Lester except
that I want to submit a witness and this is the president of the Ameri-
can Bar Association, Mr. John Satterfield, who recently in a speech
said:

The fact is that the profits of the conventional business corporation belong
to the corporation and not to Its Individual stockholders, may be retained or
distributed in the discretion of the directors and' are properly a-part of the
corporation's taxable income.

Exactly the opposite lit true of the margins between the amount received by
a cooperative from its patrons and the cost of the goods or services furnished to
its patrons or patron-stockholders. These margins belong to the patrons (or
patron-stockholders), do not become the property of the cooperative as a part of
his income. They are of an entirely different flature from the profits of -i con-
ventional business corporation, - *;

Tax favoritism, tax advantage or tax discrimination in favor of cooperatives
does not exist. Every individual proprietor, every partnership, every corporA-
tion in the United States may enter into patronage contracts under which patron-
age refunds (or delayed discounts) are deductible or exclpdable froth taxable In-
come of the business. cijidable fro taxable In-

I am just dbin to let Mr. Satte fleld answer MrTz. ester, instead
of doing so mysef because I want to make a c6nst ribv stdteinent.

Mr. Chairman, we want egiglatioft to be Pa d p atii*W  ise edo not
want 'it to be sifd or *the fact to exist that any income, passing, through
the hands of cooperatives, goes untaxed against either the coperatlve
or againstits pa n .,

We believe thlt in the abshiie of that 'gislation that there will bea contiiiuance of the a~itatt6i of the past few years, anid a contiuance

of the'unjustified demand th2.t cooperatives should be ttxed upon
obligations to pay which cannot be coiceived ui rificOns toa coopera-

yll~W in t i or their
W n'it 0very deflOiency the. txati o cooporatlves oithe

patrons to be "(op'iected. We Want t i& t edolie with bgi
of two' fui amt Vlpincitls Mr.Ohbpah

~e fii "o 6f"th6 e isthat a ;true patronage Mfutiti is tiot and 6 t
be txib iaphio a. . .perat, ...

Mi t ester's tedmony cinfad thi by saying ,that oo rtivs
should bet td "n n a orratn are t6re e ted liey are
now, *Mt . C iidin .itf thecooperative makes fnco6e, it is taxed on
that inome and should be, of course but patronage refunds cannot be
confused with profits, as Mr. Satterfeld's statement points out.
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A patronage refund is the property of the patron and it is properly
excludable from the computation of income by a cooperative.

To violate that principle would be to deny groups of people in this
country the right to conduct nonprofit enterprises with themselves if
they want to. I don't believe this committee or anyone else really
wants to do that.

But to blur the distinction between profits and patronage refunds
is in effect to say you cannot set up a business on the basis of attempt-
ing tQ deal with yourselveA as a group on the basis of the service of that
business and not for profit without paying what in effect would be
a penalty tax for so doing.

In the second place, we believe that the relationship between mem-
bers and their cooperative is something that must be preserved. Bas-
ically, I believe that the bill before you does preserve that, and I have
said so in my Written testimony.

The relationship between the member of a cooperative and his coop-
erative is one which is different from the relationship between a cus-
tomer and an ordinary business. The cooperative belongs to the
members.

The cooperative has to get a certain amount of equity capital. I
am not talking now just about money that it borrows, because it can't
borrow the money unless it has some equity to back it up. And the
logical place and the only logical place for a cooperative to get that
equity capital is from its members f or the simple reason that shares in
cooperatives never rise above par, can't be traded in above par, are not
an object of ordinar investment and cannot therefore in the nature
of the cases have market value like other securities.

They are of value only to the people who are in position to make
use of the services of that cooperative.

To require that all patronage refund be paid in paper which has
market value is equivalent to saying that the cooperative cannot raise
equity capital but must do all its dealings in the form of debt
obligations.

This is not on all fours with competitors of cooperatives which have
access to the regular capital markets. And the Secretary of the Treas-
ury, in his testimony, very clearly pointed this out and showed a very
clear understanding, it seems to me, of the real facts and the need of
the cooperative type of business to raise equity capital from its
members.

It is obvious that the time when members and patrons of codpera-
tives can best supply that equity capital is when they receive their
patronage refund. If the cooperative actually/ pays the whole thing
in cash and the member turns around and writes a check and invests
it everybody would understand it. _

But for some reason they have difficulty understanding it if the
membership relationship is conceived to be one in, which t member
undertakes to furnish the equity capital needed by his own business.
And I submit there are many times when to a farhier, for example, it
is of vastly greater importance to. himi toown ani efficient and effective
fertilizer plant or an'oil reflnery than it woulidbe tohave cash' money
to spend on a television set because, after all, his teal problemand
the problem of other disadvantaged groups i our sdeiety is thi they
laek economic bargaining power, and it is tlie eobperatiy'e tl! t gives
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that back to people who are small producers or small operators or
consumers or other groups, which they need desperately, and which
can iv0 a balance to our economy without Government intervention
which we can get in no othei way.
I submit that no business in this country is taxed on investment in

its capital as if that investment in its capital were income.
And that is what Mr. Lester proposes. lHe proposes that in the

case of cooperatives the investment of cooperative members in the
cooperative be taxed as if it were income to the cooperative.

That is an untenable position.
Now, may I say that I don't want to disassociate myself in my testi-

mony with some other testimony that will be given, I believe, imme-
diately after mine, and which will suggest a simpler method of solu-
tion of the problem than perhaps the pending bill provides.

We wouldn't be against that proposal certainly. It would be easier
than this one. On the other hand, we are prepared to support the
present bill, Mr. Chairman, and we are prepared to support it because
we believe that it will correct such deficiencies as have Ieen created
by the court decisions to which Mr. Lester gave reference. We want
those corrected.

Now, the bill contains a withholding tax. I make an appeal in
my written testimony that two things be done about that withholding
tax, the first of which is that provisiIon be made so you will not have
double and triple withholding on the same money, which you would
get unless you are certain that that is not the case. You see, if a
wholesale cooperative pays the patronage refund to a retail coopera-
tive, that patronage refund belongs to the individual members of the
retail cooperative, and then the retail cooperative if required to with-
hold on the total amount of its patronage refunds, would be making
double withholding on the amount of the patronage refund from the
wholesale to the retail cooperative. This obviously would be inequi-
table and messy. The logical thing to do since this income all winds
up inthe hands of the individual member of the retail cooperative is
to exempt patronage refunds paid by one cooperative to another.

Another appeal I make is that there be a floor under the amounts
against whichWiolding applies because so many of these patronage
refunds, as well as dividends, for that matter, are in such small
amounts and such a large percentage of them go to people who have
no income tax to pay. But, with this preface, I Would like'to say, on
the other hand, that with a withliolding tax in effect the Government
will be absolutely certainto collect its taxes.'

You need not worry about whether the Government is going to
collect its taxes.

In the second place, no one will be able to say that coopei'atives"
aren't paying taxes, which is, of course, untrue but they keep saying
it. And in the next place, this will in effect require the cooperative
to pay 20 percent of its patronage refund in the equivalenit of cash,
assuring the withholding tax stilprevails.

As I say, I think the total question of withholding on very small
amounts of either dividends, interest, or patronage retunds as to ahy
business whatever is a vei7 questionale nature.

Now then, we believe it i§ important, as I say, aftertie years of tin-
certainty that our situation be clariflld. I can see a lot of dificilties
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in the present bill for us. It won't be easy to take. It will be expensive
for cooperatives. It will make it especially difficult for' operatives

'that now have the' so-called' agricultural exemption to operate,' be-
cause it will put a premium to some degree upon being a nonmember.

On the other hand, we do believe that the bill fundamentally pre-
serves the two basic principles that I have spoken of, namely, the ex-
cludability of patronage refunds and the membership relations withhis operative. I I _ I'

We Believe for reasons in my written testimony and with changes

propped in that testimony that it would be much Letter if this bill is
passed than if nothing is done.

Now, Mr. Chairman, I have only the concern that'what is done be
something that will be effective and workable, and I believe this bill
will be. We want the taxpayments of cooperatives and their patrons
to be clear, understandable, fair and to provide for cooperatives carry-
ing their full and just share of the tax burden. I

Basically, the do now, in our opinion. The only question arises
with respect to the patronage refund that is paid in some other forms
than cash.

Now then, Mr. Lester says just leave the 90-day provision in. Here
is what would happen. If that is the only provision that is left in,
part of the patrons will take their refund in cash and part of them
will capitalize the cooperative. I leave you to imagine what 'the sit-
uation will be under those circumstances. It will obviously be in-
equitable with respect to the members who do invest their patronage
refunds in capital and it will break the cooperatives to pieces.

Mr. Lester's basic proposal, namely, that all patronige refunds be
taxed as if they were profits, would, of course, destroy the opportunity
to operate as a cooperative corporation in this country .

We ask the committee to provide against double or triple withhold-
ing on the same money. We ask yon to exempt very small dividend
interest, and patronage refmds from withholding purely on practidai
grounds. And we would quole from the Ways and Means Committee
report to the effect that where patronage rofunds are paid purely on
purchases for personal, living, or family items,- these patronage re-
funds in these cases-
represent downward price adjustments of person, living, or family items and
should no more lead to taxable income than bargain purchases, of such items
elsewhere.

That is from the Ways and Means Committe6 report.
We want cooperatives to be taxed on the basis of exact equity with

other business. Basicilly they are now. The bill would correct in
our opinion the only outstanding real deficiency. We appeal to
the committee for Understanding of the basic nature of cooperatives
and we -ask and expect to receive: the kind of legislatiOn. tht willenable cooperatives to continue tolive and make their c0oitributiots to
American life.This would h~ve been impossiIe j'Uder' firstatWays ,,nd Means
Committee draft., Itw ldbmuh MrelfP5SJ oil 0 r
jLest'er' Proposal.'

Oi' orxginizailon bhies ft Wi' be Iossble tlikigW elAflc6ult Nun-
der t he bill in its present f6rm. We nonetheless re reddy, because
we try to do a patriotic job to support this bill.

1678



REVENUE ACT O 1082 1679

That is all, Mr. Chairman.
(The prepared statement of Mr. Voorhis follows:)

TEsTMoNY or JERRY Voo~nrs, ExEOUTinv DxumoOa 0# TE COOPERATIVE
LEAoUz OF TRlE U.S.A.

Mr. Chairman and gentlemen of the committee, my name Is Jerry Voorhis
and I am executive director of the Cooperative League of the U.S.A. The coop-
erative league is a national federation of consumer, supply, and service coopera.
tives. Its affiliated member organizations include in their membership approxi.
mately 14 million different families who have invested in the shares of cooperative
businesses of various kinds through which they obtain farm supplies, insurance,
consumer goods, electric power, savings and credit, health services, housing, and
other needs. Thesepeople are providing the solution to their own economic needs
without relying upon the Government or any other outside agencies. They are
giving real meaning to the term "people's capitalism" for the rank and file of
the American people.

To give a general summary of the position of our organization respecting
H.R. 10650, I should like to quote the text of a letter which I signed along with
the executive directors of three other national cooperative organizations at the
time the tax bill was under consideration in the House. Here is what we wrote
to Mr. Mills:

"The undersigned organizations, with particular reference to the sections
affecting cooperatives, support the pending tax bill, H.R. 10650. We do not en-
dorse every provision of the bill and we will seek certain changes and improve-
ments in cooperative sections when the bill reaches Senate. Nevertheless, we
have sought for many years the clarification of the tax status ofcooperative
patrons which this bill seeks to provide. The bill In present form preserves the
principle of the excludability of patronage refunds by cooperatives and the
mutual relationship between cooperatives and their members, f ,

"Sincerely yours, ... .. ,i ... .. . . ., . "VWMB VOORtHIM,

,.ooperative Zeague of the U.S.A.
"1 . M. No3-oN,

"National MU* Profuoere Federation.
"BRo F..H.HNDMOKsON,

"National Federation of Grai. Oooperativee.
I I I OLYiDE T. mLwis,

"National Rural Eleotrio Ooopera4ive Aeeooiation."

The reasons for our concern respecting this bill are twofold. First when we
supported the passage of the Revenue Act of. 1951, we. believed that that law
had established a cker and just principle: that all income passing through the
hands of cooperatives be taxed onceelther against the cooperative or, against
the patron. We are convinced that we can show that cooperatives enjoy, no tax
favoritism or privileges at 'the present time. In every important respect, coopet-
atives are taxed on the same basis as other businesses wlthwblch they compete,
It Is, of course, true that patronage refunds which cooperative business are obi.
gated to pay to their members and patrons are not, taxed .as income to the co.
operative. Neither are similar refunds taxed against any other businesses. There
Is -no special privilege for cooperatives involved. Furthermore to .the extent
that any profit is made by cooperatives,, they are taxed on such profits the same
as any other businesses are. The difference comes about only. because coopera.
tives obligate themselves to pay what would be profits to other businesses in pa,
tronage refunds to their patrons.

However, as the Secretary Of the Treasury pointed out 'out In his, testimony
certain minor deficiencies in the taxation of cooperatives and their patrons were
created not by, the law, but*by. Iertaincourt , decisions subsequent to the passage
of the RevenUe Act of 1951 . .... .. , .

The;effect of ,theso.decisions was that the patron, was not liable -for tax on his
patronage refund, even though It affected his income, If.the refund was paid in
certain forms. The principle purpose of the cooperative section of H.R. 10650
is to reassert the principles of, the-act of 1951 and to set forth the circumstances
under which a qualified and excludable patronage refund has been paid and
becomes, therefore, the taxable income of the patron.
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Over the past several years, the cooperative organizations of this country have
been endeavoring to secure legislation of this sort for the precise reason that we
do not want any special tax privileges or advantages. But we never were able
to secure any cooperation from, the Treasury Department until this year. Just
why this has been true, I leave the committee to Judge.

The bill now before the committee would cotrect those minor deficiencies in the
taxation to which I have Just referred.

This is our first reason for supporting It. No one likes taxes or taxbills. This
bill will mean more taxpayments and a very great amount of additional account-
ing work on the part of both cooperatives and their patrons.

But for the reason Just set forth as well as for additional reasons, we are sup-
porting the bill.

The send reason we are supporting the bill as stated in our letter to Chair-
inan Mills, is that the bill preserves the principle of excludability of patronage

refunds from the computation of income by cooperatives., The language actually
used In the bill is that qualified patronage refunds shall "not be taken into ac-
count" in determining income for a cooperative. This language, we understand
to be in all respects equivalent to the world "exclusion."

Had this change not been made in the bill, which originally carried the word
"deduction," we. could not have. supported the bill, By their very nature coop.
eratives are obligated to pay patronage refunds to their member-patrons. , Thes4e
patronage refunds are the property of the member-patrons and not of the coop.
erative. Hence the amounts paid or allocated in patronage refunds cannot pos-
sibly be regarded as income to the cooperative and should be excluded from
their computation of income. Conversely patronage refunds are the property
of the patron and to the extent to which, they affect his business income and are
not the result of purchases for purely personal living or family consumption
Items, the patron is clearly liable for the tax on any resulting income to him.
This is a very basic principle resulting from the purpose of a cooperative busi-
ness organization which is to provide goods or services to their member-patrons
without profit in the transaction. This purpose is certainly understandable
since It is the member-patrons who have organized the cooperative, caphalized
it, and patronized It in order to meet some outstanding need of their own which
could not otherwise be adequately met.

As I say, the bill preserves this principle of the excludability of patronage
refunds and at the same time provides definition of "qualified patronage refunds."

This definition will present some problems to cooperatives, there is no doubt
about that, and in Its original form In the first draft of the bill it would have
been impossible for cooperatives to have operated effectively, if at all.

But another change was made in the bill before it was presented to the House
which was crucial so far as we are concerned and which provides the basic and
nrost logical means whereby patronage refunds 'can be "qualified" for exclusion.
This change was necessary from our point of view in order to preserve the
relationship of mutuality between cooperatives and their members. The bill
now provides that if the bylaws of a cooperative state clearly that the members
thereof agree to receive their patronage refunds in either cash or noncash form
depending upon the needs of their organization, then the act of becoming or
remaining a member shall constitute consent on the part of the member to
accept his patronge refunds in noncash form, thus to* help to capitalize his
cooperative through his investment, and to pay such tax on such patronage
refunds as may be Involved. Were this provision not in the bill we, again,
could not support it. ,I

Briefly our reason is this. Cooperative "like all other businesses must have
capital upon which- to operate. Moreover, it is obvious that some of this capital
must be equity capital. But the only people who have reason to provide or will
provide equity capital to a cooperative business are its'members. Furter, few
of those members are wealthy people. And the easiest and most logical way
for them to provide capital for their cooperative busings% as the Secretary of
the Treasury pointed out. is by-investing their patronage refunds at the time
of their receipt. Thisis thevery essence of the relationship between cooperative
enterprises and their members.

As to business with nonmembers, ithe bill requires cqoperatives to obtain
written consent from each of them, in -order that patronage refunds allocated
to them can he qualified for exclusion. This will not be, easy to do. And 'if
some nonmember patrons gtve such consent and others do not, an obviounly
Ineqhitable situation will becre pted. Three possible alternatives Will exist for
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cooperatives dealing with nonmember patrons. They may, of course, in some
cases be able to obtain written consent from practically all nonmember patrons.
Or they may be unable to do ,this.

In such a case the cooperative will become liable for full income tax on all
margins resulting from business done with these nonmembers, whether or not
patronage refunds were paid to them, for such refunds would not be deemed
true patronage refunds under the bill. The bill does, however provide that at
the time when the certificates used in paying the unqualified refunds were re-
deemed in cash, the amount used in redemption thereof could be excluded by
the cooperative. This provision we consider to be no more than fair, and cer-
tainly very necessary. Some cooperatives no doubt will simply make a distinc-
tion between members and nonmembers paying refunds to their members
but not; to their nonmember patrons. In such a case, please let me underline
the fact that the cooperative will pay full corporate income tax on all earnings
resulting from such nonmember business just as they do now on any business
as to which they are not obligated to pay patronage refunds,

From the point of view of the Government, it Is clear that since the bill
provides for a withholding tax against patronage refunds as well as dividends
and interest paid by cooperatives, the Government would be certain to collect
its taxes regardless of any other factors.

And from the point of view of the cooperative businesses of this country, what
the 20 percent withholding tax will actually mean is that cooperatives will be
required to pay at least 20 percent of the patronage refund to their patrons
in a form exactly equivalent to cash, since the cooperative will in effect be paying
and in many cases overpaying the patron's tax for 11im.

A third change which has been made In the bill and without which we could
not have supported it, is the provision which makes clear that there is no tax
liability on a cooperative patron if the patronage refund is paid as. a price
adjustment on Items of-personal living or family expenses.

To quote the Ways and Means Committee report: "The patronage dividends
In these cases represent downward price adjustments of personal living or,
family items and should no more lead to taxable income than bargain purchases
of such items elsewhere."

It is our earnest hope that the passage of this-bill, coupled with the Revenue
Act of 1951, will firmly establish the principle that all margins passing through
the hands of cooperatives shall be taxed once either against the cooperative
or against.the patron If indeed any income is generated at all. We regard the
pending bill basically as a reaffirmation on the part of Congress of what we
thought had been established in 'the Revenue Act of 1951. We hope that with
the passage of this bill, irresponsible attacks on cooperatives will come to an
end. We hope this not for our own sakes or even for the sake of the American
cooperative enterprise, but rather for the sake of the United States of Amer-
ica and particularly its agriculture and indeed for the sake of the whole free
world. If we really believe in a free economic system, there must be economic
choice available not only in individual decisions, but as to different forms of
economic organizations which groups of free people may freely use to meet
their needs using their own money and their own efforts to make this possible.

Cooperatives are after all an ideal "free enterprise" method of adjustment of
economic difficulties and Injustices which a free economic system can offer to itspeople.The formation of a cooperative business offers a fourth alternative to any

group of people having any outstanding need which is not being adequately met
or being met at undue cost. The other alternatives are either (1) to go without
such goods 9r services; or (2) to accept the dictates of terms laid down by what
are often mvnopolstic vendors; or (8) to rely upon the Government. '

Certainly the' self-help method through formation of a cooperative is prefer.
able to any of the former three. And that fact ought to be fully recognized by
the Congress of the Tinited States and reflected in Its legislative action.
Let me give but one example. Cooperatives could offe'ri a wholly constructive

solution to 'our country's outstanding economic problem and injustice. The
plight Of our ariculture has hardly been alleviated by any of the measures
so bldiy undertaken. Indeed al we have done is to slor down the liquidation
process., But if marketing, , )ply, ' cred t, electricity, and others kindi of co.
operatives among, farmers, and their neighbors could be made strong enough,
large enough, and well enough intergrated to enable rural people to participate
In some of the earnings from and some, of the controls over the profitable

-" W a , #, 1, - , - V- gi i , , , %. , "'l, -, i, , - -. r " I ', - I *,i " " _ A , '..
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segments of the food and fiber business, we would be on our way to a real
basic solution to our agricultural problem.

Let me quote to the committee what Mr. John C. Satterfield, president of the
American Bar Association, recently had to say about the values of cooperatives
in our economy and about their tax status.

"In the free enterprise economy which is ours in the United. States qf .4merica
today, the cooperative is a potent factor in retarding the rapid march og this
country toward socialism and a Government-manipulated economy.

"It is both surprising and alarming to observe the criticism of cQoperatlves
by businessmen and business organizations who are blinded to the s'vice which
Is now being rendered by cooperatives to the free enterprise system. , This serv-
ice has been a material factor in support of capitalistic freoenterprioe In the
United States for more than 50rears

"One of the most powerful tools which the farmer may use to free himsefl
of the economic pressures now being brought to bear upon. him- is! the proper
use of his farmer cooperatives. In this way, the farmer is able to manage
his own business affairs, and thereby increase his profits., . .... , 0I

"This is the free enterprise system in. action. It is a true manifestation:, of
the principle that business will flourish toward proper ends, within a fully
legitimate economic framework. The farmer cooperative Is not only an example
of the free enterprise system in action, it is a necessary barrier to the flowing
tide of governmental domination and possible eventual, elimination of the free
enterprise system altogether. .

"The fact is that the profits of the conventional business corporation belong
to the corporation and not to its Individual stockholders, may be retained or
distributed in, the discretion of the directors and are properly a part of the
corporation's taxableincomei I I k I I I ., ? o, , ' ' :

"Exactly the opposite is true of the margins between the amount ,received
by a cooperative from its 'patrons and the cost of the goods or services furnished
to its patrons. or, patron-stockholders. These margins belong to the patrons
(or patron-stockholders), do not become the property of the cooperative and as
a matter of constitutional and. legal, right, cannot be taxed to the ,cooperative
as a partof his Income. They are of an entirely different nature from the profits
of a conventional business corporation., - ..-..... , A .: " . , ,I,: ,

"Tax favoritism, tax advantage,-or tax discrimination infavor otcooperatives
does not exist. Every Individual proprietor, every partnership, every corporation
In the United States may enter nto patronage contracts under which patronage
refunds (or delayed discount,) are deductible or excludable from taxable Income
of the business." . - , ' .. -.

Now In conclusion we urge the: committee to make certain. improvements In
the bill before irIs reported to the Senate. .None of these Improvements change
the basic substance of the bill or interfere with the "consent of patrons" features
which the Ways and Means Committee considered so basee, - , , , ... ....

First it is -most importoit that the-language of the obill be reviewed to be sure
that, In all references to patronage refunds the word :"deducttons" where it
appears In, eiter the report or the bill'Is changed to "not taken into account."
This, as I have pointed out is a matter of basic, Inescapable principle.

In the second place, the bill as presently written -appears Wt require, every
cooperative In the country to enact a new set -of bylaws after, the passage of
this act If ito patronage refunds paid to members are to- be considered "qualified"
for exclusion. We believe this Is unreasonable. We think that the provision
should simply be that the bylaws should, before a certain date$ eoitain the re.
quired provisions respecting member's consent to receive patronage refunds.In
noncash form.

This would relieve cooperatives whose bylaws are alreadyin this'form, of the
burden of having to enact new ones, Iprther on this.-ame point, theoprovision
in the bill ag presently written states that for a patron to be regarded ais. having
given consent, it must be. shown that "he 'has received a written notification
and copy of the-bylaws.' We think this-is too niuch responsibility to place on
the cooperative, and we feel that Instead of the language "he has received a
written notification and copy of the bylaws," there should be substituted the
following: "And a notification, and copy of such" bylaws has',been mailed to
his last known address or otherwise furnished to hlm,""

We, of course, assume that so far aedividends and interest are concerned,
whatever .the, bill. finally ptovidesg respecting business generallywill apply to
cooperatives. Patronage refunds aro not the same transactions at' lll as divl,
dends nd interest, However," we are yeady to; aeeept Witblolding with respect
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to patronage refunds as well but with the expectation'tbat the Cogresswill
keep this difference clearly In mind and make the provisions as practical and
workable as possible. At best, withholdingon 'patronage refunds, will- present
a severe accounting burden and Increased expenses. And a real problem arises
because of the relationship that exists betN9 een reglonalwholesaleA h id affiliated
local retail cooperatives. This problem will a i e because' the eglonal whole-
sale cooperatives are In most cases owned by, and their 'members consist of,
not individuals, but local cooperatives. If the regional cooperative Withholds
20 percent of Its patronage refund to the local cooperative and If then the local
cooperative, as It always does, Includes the patronage tefud ftom the'fegional
In the money to be distributed to its Individual members, there will then' be
double withholding on that amount of the refund of the local cooperative to
Its Individual members which Is made pop|blo by the refund from the wholesale
to the retail cooperative. V
, If I understand It correctly, section 34StA provides thata cokporatbinb can take

a credit against the ithholldigf ttx Itn an 'imouht til t0 the amdunt withheld
by * another corporation making payments of interest, dividends, or patronage
refunds to It. If this is correct, then the local mooperative could, take a credit
against Its withholding of the amount withheld by wq-lesle wooperativ .
This would'avoid double withholding If'6 ht Ifilterpretittlon ,'f this. Aedtion Is
correct. But It w6ald require a tremendous amount of bokkeeping because the
amount withheld by the regional wholesale cooperative would have to be allo-
cated proportionately to all patrons of the local cooperative and the, amount- the
local cooperative would withhold from Its individual members would not cor.
respond with 'the amount of tax actually paid for them.' The full amount of
tax withheld for each Individual member Would; t e the sum"of his iirb&ortlornate
share'of the withholding by the regional wholesale plus the amount withheld by
his local. If this sounds complicated It certainly Is, and I would hate to be the
Treasury accountants trying to compute refund, claims under these circum-
stances. It would, therefore hppear to bWmuch more ' reasonable simply to
exempt from withholding any patronage refunds paid by regional wholesale
cooperatives to their affiliated local retail cooperatives and then to require the
local cooperative to withhold oh the amount of the patronage, refund paid to Its
individual members.

As a matter of fact, we believe It quite unreasonaple not to place a' floor under
the amount of either patronage refunds or dividends or Interest against which
a withholding is to be required of any business Just what that floor ought to
be, we do not suggest precisely, but certainly It makes little sense to require
withholding on amounts, of less than $20.... And probably the saie' is true of
amounts *of less than $50 or $100. T The accounting ePbnse"lnolved'if with-
holding oii very sinall amounts, much oft Wich' Will be subject to refundingiby
the Treasury, will be far out )f :proportion, we are convinced, to any tax delin.
quency that might be avoided. Particularly will It make little sense to require
creditunions to withhold on dividends or interest paidontheir member ' shares.
For 1t4 most cases this would amount t6 only a yerjfew doliart Oaehear. ,

, ft Is not the principle Of withholding 'that is lnVblved.'-? We' believe: generally
t is a' good and sound pihciple. Bt it should be applied like all other said
princlples.'wItlU wisdom and understanding-

The'COmuAx. Thank you very mudh;'Mr. Voorhis.

Senator ArnDMaoX. You keep saying that patronageidividbnds
cannot be considered m profits.

'Mr. Voikms. Cant' be considered as income, yes, that is right.
Senator AN DEIoN. You said profits.
Xr. Voon. Yes; that iisrght. r

SenathrAj09Rso*. W! re did Y6 get tlie ,ioney for the patronage
dividends if hot froi profits, do, ypU et itfromloses? I

Mr. VO0Rms. IfI didn't say ;ii Senatot, I s hould hive said thit apatronage reftund--the ftun~s' UiSed to' pay pitronage :efuridn by ar 'i
operative to its patrons or membem-,cannot be considered poftt tot6
cooperative for the reason that they. are obligations of the cooperative.

Senator AxzmRoS . if you sy it is pro! ftto the cooperative' then
that would completely change what you iaid.
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Mr. VooiRiS. Well, I am glad I changedit then.
Senator ANDEIRSON. Then you said you suggest an investment, I

can'tread my own writing vey well-that the investment of some be
taxed as income, the investment of these-I remember, You said that
taxing it, when-we taxed the cooperative, we were taxing investments
in the business instead.

Mr. Voozuus. Instead of prints.
Senato, ANDmsoN. Yes.
Mr. VooRuis. Yes, sir.
Senator ANDFSON. And you wanted, now, in that field, that when

the taxation was put on, you felt it was taken out of inestmnft
money?

Mr. VooRnms. Here is the point, Senator.
Senator ANDERSON. Taxing it on an investment basis.Mr. VOOR~m. The people who advocate that cooperatives should be

taxed on the amount of their patronage refund obligations as if those
patronage refund obligations were profit to the cooperative are pro-
posing that cooperatives be taxed on investment in the. capital of the
cooperative which cannot be income to the cooperative e, because invest-

- ment in the stock of a company isn't income to that company.
It is an investment in the company, and what the cooperative member

does when he accepts his patronage refund in noncash form is td invest
that patronage refund in his cooperative business. This is not income
in the sense of taxable profits to the cooperative. It is an investment
that belongs to the man who makes the investment.Senator ANDERSON. He gets a patronage dividend from his
cooperative?

Mr. Vootnus. Yes, sir.
Senator ANDmRSON. He can invest that in his cooperative?
Mr. Voonuis. Yes; or-
Senator ANDRSON. Or he could take it and invest it in some other

corporation. What is the difference? ' .
Mr. Vooknxs. If he takes the money in cash and invests in another

corporation it would be obvius to everybody it was his obligation to
pay the taxes on it. All we are saying it is likewise his obligatidn to
pa the taxes on it it he invests in his cooperative. .

There i!s as you say, no difference between the tw things so far as
the patron s tax liability is concerned.

Sena.r ANnERsoi Iget little onfused tlere. I tried t , port
cooperatives and I hope to continue to suppo-t them a great dealbut
if, for example, a person bought an E bond and -held- it for a Ion
period of years he wouldn't be charged on the income all T g
those years, but when he finally sold it he would have topay a:nit,
isn't that right? fnl , • • o

Mr. Voonms. That is right.,
Senator AlDRSON. If lie sold an interest in a business he 'finally

has to pay tax on it.
Mr. Vobxus. Yes.
Senator ANDmERoN. If he holds ail ifiterest in a 1ooprative and' fi-

nally receives something of value ho should be tfxed on it.
Mr. Voomr1. Yes; that is our poit,
Senator AN D o When he gets a patronage dividhdhegetS s 0ie.

thing of value. /

-.
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Mr. Vooiuns. That is right..
Senator ANDERSON. Why shouldn't he be'taxed on it ?
Mr. Voopaxs. We are insisting that he should: That is the burden

of our testimony. Because the patron is liable for the tax it is his
property, and he should pay the tax, and we want g billpassed to make
it clear what the patron s tax liability is. That is the very thing we
are advocating.

Senator ANDzRSON. If a person belonging to a co-op gets a patronage
notice that he has a hundred dollars coming to him he pays the tax onit.

Mr. Vdoiis. That is what I have done to the cooperative I belong
to if I receive it in cash or not, because I knew very well if that hundred
dollars went into the working capital of my lemon house that it was
doing me a lot more good than if I got the hundred dollars out and
spent it. It was of more value to me and I was much more ready to
pay the tax on it if my cooperative association used it to protect my
economic position.

Senator ANDEmsoN. I was only trying to find out from my old
colleague on the fifth floor of the Old House Office Building how you
felt about these patronage dividends when actually received by the
members, that the individual should pay tax on it.

Mr. Voonms. Yes; I am much obliged, Senator.
Senator ANDERSON. Yes.
The CHAIRMAN. Senator Williams I
Senator WILLIMAS. Mr. Voorhis, if this patronage of $100 is in the

form of scrip which is payable to the patron only upon the liquidation
of the cooperative and not upon his call for redemption who should
pay the tax on $100?

Mr. Voo1ns. 'Well, Senator, of course,. you put this in the very
toughest way you can possibly put it. I am going to say to you,
that I do not personally think that there is any basic objection to
the Congress saying thht there are certain definitions of what a proper
patronage refund may be. I think that if the patron can't get tills
until the tithe of liquMdation that it is questionable whether he received
anything immediately which would be regarded by the courts as con-
structivWreceipt of income.

On the other hand, supposiog that this $100 is, as I gave the ex-
ample a while ago, 'invested in a fertilizer plant. Thns patrn- of
the cooperative owns a part of that fertilizer plant. It serves his
needs as a farmer. It enables him to" participate in the peoflts of
a part 6f the profltable pirt of the business of agriculture rather than
jtst ithe uinrofltable pixrt whih is primary ' pod ict i n.

I tfliik this may be worth a great deal to himi*, and I think thatthe pidi |ifl sill star-ds and that that is the property of that pattrn
and however it'ma bhe 'sed in his cooperative, itis 'the roprty oi
that patron, Part.tilatly if the bylaws 61 his 66peratiwe pu' bide
that' when he enters into membe6ri p in that cooperative l' that he
agrees to capitalize it byinvestinghis pattrna e ttdqfd; if it is de-
fdled Uthat the 'cdperative neds it, tht then hb has given colsent

andhe has recognized his tax liability, and if you have a witlhomI1dihg
tax heis g6iig to piv it because the eO-op is going to pay it for iim.

Senator WILLIAM8. I appreciate that answer but--Mr. Voon s. senaitor, let~~e go fturther ," • r i'
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I*nity be in trouble about this but I am going to say to you that
r-per-soiinly would not raise too much cain about the matter if you
were going to say that patronage refunds should be paid in such form
that they have certain due date, that they be paid within a certain
length of time, or something of the kiid. I thiink it ought to be a
reasonable length of time, but I am not opposed'to considering this
ind of an approach to the problem if it is necessary. But I am very

x n.iw opposed to violating the principle of the excludability of
pafronage refunds. I

.Senator WTLIAMS. I again thank you for the answer but I am not
quite sure, that I understand whatyou said, Who should pay the
tax on a situation in which I directed tle question I We are speaking
of existing law.

inder the formula where Mr. A gets a patronage refund, payable
when and if the cooperative is liquidated, in those instances where
there is no due date, where itcould perhaps go through his estate to
his children, or grandchildren, down through several generations con-
ceivably, who should pay the tax ?

Mr. VooRnIs. In the first place, Senator, I never heard of such a
thing. Maybe it exists. I never heard it.

Senator WILiA s. Oh, yes; it exists.
Mr. VooRis.. All right.
I think that it is impossible properly and constitutionally to say

that a patronage refund on which a cooperative has an obligation can
be income to the cooperative. I frankly don't think it is altogether
equitable for the patron to pay the tax in that cnse, and I therefore
would be willing to accept a provision which said t1at the patron must
give the kind ol consent to do it flit is provided in this bill, where
lev would know what he was doing, and if lie doesn't want to give that
kind of consent then he doesn't have to.

But I think that. is one reason for the bill before us, so that he will
know what he is doing about the matter. ,

Senator WILLIAms. Then you do recognize that'under existing law
there is a problem which must be dealt with I

Mr. Voonms, I do and I want it to be dealt with.
Senator WULAmus. All right. Thank you.Th CHARMAN. Senator Douglas?
Senator bouorwS. Mr. Chairman I thirfli all the, members of, tiecommittee, and many members of the group in the room, remeIber

Mr. Voorhis as a very valued, Member of thiedf.S. House of Repre-
sentatives for 10 years. I thiik Mr. Voorhis was almost universlly
respected for his ability and high publ40 sprit, andas a member of
the newspaper reporters and a certain cynical crowd slid he was one
of the most conscientibous and hard-working Members o# the Rouse.
I see some of the members' who servedwith im' at that tini and I
won't say he was the most conscientious bit certainly one of the most
conscientious.

Mr. Voonms. Who wee candidates for' Whct and should htv6 been
considered before me. .

Senator DouGLAs. But he was a very f o Memb6 of th ftousQ and
15 years ago lie came to the-State'df llfidi, aind what was Calitornia's
loss has been Illinois' gain nd we have been very glad to have him.as a citizen of the State and he has made a fine record there.
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One question, Mr. Voorhis, I would like to raise: In the past, one
of the objections to treating patronage dividendsr as income to the
recipient has been the charge that the dividends came in such small
denominations that they would not be declared by the income recipient
on his individual tax returns.

Now, as I understand it, you take the position that this is income
and that the recipient should pay the tax upon patronage dividend.
Don't you think the withholding system now should remove this ob-
jection? You would have collection at the source so to speak.

Mr. VooRIs. Yes; I do think so, Senator. The only problem
arises in cases where the patronage refumd itself does not affect the
taxable income of the recipient such as where that really is just a
reduction in living costs on an immediately consumable item in which
case it can't obviously generate income but in all cases where it does
generate income I wouldanswer "Yes" to what you say.

Senator DOUGLAS. And the withholdilag system which I understand
is embodied in the present bill will now insure that the individual will
in virtually all circumstances pay taxes upon the income?

Mr. Vooniis. Not only that but it will insure the cooperative will
pay that tax for him and will in effect pay him 20 percent at least in
cash, you see.

Senator DouOaLs. You do not object to the withholding features
either on patronage dividends or upon interest on shares, is that right?

Mr. VooRmis. That is right. I said much of the interest on shares
is going to be in very tiny amounts and it is going to be payable tc
people who won't have any income tax to pay in a very large percent-
age of the cases because a lot of farmers dont pay income tax because
they haven't got income. And may I say to be fair, that there is a lot
of disagreement about this, Senator, and a lot of people are going to
want to skin me for having said what I did about this, but I believe
what I said.

Senator Douos. That is characteristic and as one who also has
always believed in the cooperative movement I think the position
that you take is correct, that this is income aild the individual should
pay for it, and if in the past there has been avoidance or evasion
through failure to declared that this should be corrected, and I think
this is one iof the loopholes which the withholding system plugs.,-

Mr. Voonms. You see one thing a lot of people forget is that people
don't have to'be members of cooperatives unless the wantto. ,They
can quit tomorrow if they don't like lit. But our _int is'that as long
as tliey are members there is a relation of mutuality ,between a co-
operative and the member that otight to' be' preserved and itis the
very heart of this form of business organization and poartof that con-
cerns the provision of the equity capital ifor the, business by its
members. Thank you very much,Sen to Douglas.

The CHAIPtAN. Senator Carlson. A , ,1: , i ,
Senator Catnso.. Mr. Chairman, just this, Mr o is appar-

ance heretis morning brinsb bac many pleasant rmemories(lo our
past association in the House of lepresentativestogether.

Mr. VoowPi. For the too, Senat6ok thank you.:. , ' '

Senator Cmu-sox. His statement thismorning wasi frank, and, that
is the way he conducted himself when he was a Member of &e House
of Representatives. He has never hesitated to express his views and

82190-4 -pt. 6-

1687



REVENUE ACT OF' 1962

express them forcibly. I am pleased you are here this morning stat-
ing that it is your firm opinion and conviction that these patronage
dividends should be taxable to the patron and I hope this committee
will keep that in mind when it writes this legislation.

That is all, Mr. Chairman.
The CHAMMAN. Senator Gore.
Senator GoPn. No, thank you.
Mr. Voopuis. Senator, may I just make this one brief comment?

That any income passing through the hands of cooperatives should
be taxed either to the cooperative or the patron but I didn't say that
patronage refund should be taxed either to the cooperative or the
patron because if it is a true patronage refund it can't properly be
taxed against the co-op.

Senator CAiizSoN. That is correct.
The CHAMMATT. Senator Talmadge I
Senator TALMAW. Mr. Voorhis, as I understand your testimony

you take the position that one who receives the patronage dividends
should pay income taxes upon it at the time he receives it ?

Mr. VooRns. Yes, that is-
Senator TALMADoE. That is based on the assumption that it is some-

thing of value and he would eventually be paid money therefor?
Mr. Voonms. Yes, eventually, he will.
Senator TALMADGE. Does it necessarily follow that lie will always be

paid money for that patronage refund ? Does it not sometime occur
that he never receives any money for the patronage refund ?

Mr. VooPnrs. Sometimes I suppose it does Senator, and I also
suppose that it happens in al kinds of walks of life that we anticipate
tha something is going to be of value to us and it doesn't turn out
to be.

Co-ops fail just like other businesses do.
Senator TALMADOR. But you take the position, nonetheless, that

there is a constructive receipt of income and if the co-op never pays it
the member takes the risk. 1 '

Mr. Voonurs. Yes. If I had anything to say about a cooperative
that paid that kind of patronage refund I would surely change its
methods of operations, I would say that much.

Senator TALMAD0E,. IS it a fairly common occurrence among the co-

Mr. Vooimns. Noit is not Senator. It is not a fairly common oc-
currence It unfortunately happens in, a few'rare instances that our
opponents seize upon immediately and make the most of. But Mr.
Ler's own testimony told you about the healthy growth of some of
these cooperatives which means they are doin , a better andobetter job
for our people and if that be true, and has ieen true, there can't:be
too much of tZis kfind of bad operation that You mention. I can't,
however, change my conviction about a constitutional fact whhih is
that an obligation on the part of party A to par y B, cannot be re-
garded as taxable income to party A because it istir0bligationbn his
part. hing ' ' :t

If he doesn't discharge that obligation sompthing'Sought to happenn
certainly butt doesn't t seems to me, change the principle of taxation
involve.
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Senator TALM'APE" You mentioned in your testimony something
about the agricultural exemption of co-ops. Specifc ally what is that?

Mr. Voonims. Well, other witnesses could do that better than I,
Senator. But briefly, the law provides that as to cooperatives the
overwhelming amount of whose business is with farm producers, that
they may qualify tnder certain circumstances for what is called an
exemption. Now, that exemption applies only-actually in practical
effect all it does is say there shall not-be double taxation of dividends
paid on shares. It has nothing to do with patronage refunds but those
cooperatives aren't double taxid on the dividends paid on shares.

Their shareholders are taxed on that as income bit the co-op is
not.

A nonexempt co-op, so called, is double taxed just like other cor-
porations, the co-op pays and the shareholder pays, both. This is the
only effective 'thing except that in order to qualify for this these co-
operatives have to pay patronage refunds to all patrons member and
nonmembers alike whereas a nonexempt co-op need not pay patrozinage
refund to a nonmember unless it wants to.

Senator TALMADOE. Thank you.
Senator Culns. I, too, want to welcome my former colleague here

who is testifying.
Do you agre with the position that all income should be taxed to

somebody for the year in which it was earned?
Mr. Voms. Yes, sir.
Senator CurrIs. You are generally familiar with the partnership

rule
Mr. VooRHis. I hope so.
Senator CunrTs. Yes.
Mr. Voonms. Well, reasonably.
Senator Curms. In other words, a partnership files an information

return, and the partner pays tax on his share of the income, whether
he draws it out or not.

Mr. Voomns. Right.
Senator Cuni..And he may nbver draw it out.
Mr. Voomm. Right, and the business may go broke before he

gets a chance.
Senator'Cuims. Well, it maybe broke at the time.
Mr. VooAms. Yes.
Senator Cums. A partnership may own a buiilding, a partneniip

may exist o r the Pifrpose of owning a building, ;it IS a mortgage
agai nst .i and allthe rents and income are" assigned t$ paty'that dr.t-

age and maybe, neither the corpus has'-vlue nor 'does the earning
have value.

Nevertheless, if there is income over and above the operating ex-
penses and itvwould bb classed as incohefto the-partnership the 'part-
nershpwold p4his share whether he got it or not, is that right f' M . Ooims. orrect. " ' •. ..

Sona. rs. D ybu a2,ree' is it yobr -ontenion, that situationshould apIlyto6oper
Mr. .oonmS.Itit-nk that is Wha)the mnerslip relationship to

cooperaigeS is is ii effet a pa~tershtp relationi~ip-of the memnfrlrof the cooperative.

Senator V s. What is the Bource6f'the' xiiiwe"hh ' whilh a
patronage dividend is paid
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Mr, VooRnis. The source has got to be the dealing of that patron
with that cooperative, and the patronage refund is based upon his own
dealings with it.

Senator Curs. 'Is it limited to that I
Mr. VooPxs. Yes. " Basically it is.
Senator CURTIS. Suppose you have a well run cooperative whicl

has existed for many years. They have acquired capital, either paid
in or retained, they have a capital plant, they have employed co)np.-
tent management. They enjoy goodwill, they.enjoy a reputation built
up over years as an efficient worthwhile business in the community.

Now, when a patronage dividend io paid is the entire source of that
income derived from the patron's dealing with that cooperative?

Mr. Vooimu. Well, I see what you mean, Senator.
Senator COais. Isn't part of it income that comes from the-profit

of the co-op which consists of the capital, their plant, their facilities,
their goodwill ?

They may be licensees for distributing certain machines or
products-

Mr. VooRms. Yes, sir. But bear in mind that before any patronage
refunds can be paid there must be dividends paid on ownership shares.

Senator Currs. They have all of the characteristics that makes for
a successful business.

Mr. Vo0nHis. Yes, but, Senator, all of those things are necessary in
order for them to be in business at all?

Senator Curns. I am not arguing against it,
Mr. VooRuis. But what I was trying to say was that I think you

could fairly say that patronage refund, which is paid on current busi-
ness to a patron currently was based on his proportionate slp.re, based
on his patronage of what the actual margins were that that total busi-
ness that you have described produced.
* Senator Cums. Would some of it be upon profits thatmaybe some-
bod is making ?

Mr. Voms. It shouldn't be..
Senator Cuni's. Supple this one patron buys something that is

handled at a rather nomn'l markup.,
Mr Voomniis. Yes, sir.
Senator Cbrrs. $ut thQ c6operative has some very or so much

more profitable hiues and this particular patron doesn t have tobuy
them.

Mr. VoonRs. W41 this again comes back6to the question of WliAt
he mUtual relationship between the member aid his ¢coperaive -i,

Senator (Cirrs, ,I see somne difficulty iz distnjuishng between ~o-

sumer cop~3ratives and th producers cooperative.
Mr. Voonis. There is.
Senator Oiumvs. TIoW are you-Mr. Voonuis. There i a problem sbUt this, no doubt about ite
Senator C'un's. How Are you goi g o assume what' portibn iity

folks who build a corative grocery store an4 they sell noth -but
groceries and you willi assume that groceries are as,co mnab e peropal

fMr.nl expens .nt
Is it, your! c~4nif 1a~~my~to~g ~ ~dPail b hn

Mr V nin. It is not $nc~qne tqe them, it cant be.

1690



RgtiiUh AT Ok' 10 6 1691

Senator Ctmrs. That is based tipon the assumption tht all Qf it
was the profit on the business that the patron had done.

Mr. VooRi8. Yes that is right.'
Senator Cuirris. Ad none of it was the result of the success of a

going enterprise ?
Mr. VooRixis. Well, I don't think-if it isn't a going enterprise they

couldn't have the busifless at all, and, therefore, I don't think I cftn
say that noneof it is a successful goig enterprise,I'think it'is. I
would like to point out to you that that same cooperative member
pays a full tax on any dividend he receives on his shares.,

Senator Cuwns. Who owns the cooperative?
Mr. VooRnis. Who owns the cooperative? The members do. And

they pay tax on any, income they receive on their shares of ownership;
andthe co-op pays a tax on that money that it uses to pay him thatdividend on his share, too.

SenatorCsrrxS, Can he sll his stock?
Mr. VooRHis. Oh yes,
Senator Curms. above par?
Mr. VooRnis. No, sir. He cannot. Many times hie can sell it at par

but he can never sell it above par.
Senator CuRisT. Is he barred from selling it above par?
Mr. VoonRns. Yes, sir. He can't sell it above par under any cir-

cumstances.
Senator CuRrIs. Where do you draw the line of ownership between

stockholders and patrons ?
Mr. Voowis, In order to-,well, the ownership vests in the mem-

bers, and the members must hold at least one share of equity stock in
the cooperative or-they are not owners. A patron may be anybody--
he maybe an owner or not an owner.

Senator Cuwris. I am not familiar with your consumers coopera-
tives. But does anyone get a patronage dividend other thanan ownert

Mr. Voonrns. Yef sometimes and sometimes ;not, Senator.' But if
the patronage dividend is not paid, the cooperative pays a full cor-
poration income tax on any, in that case, earnings to the cooperative
Which pare involved,

In, other .word, either it has to pay a patronage refund which it is
Obligated to pay, not which it just decides to pay, but' which it is
obligated to-pay, or any money not represented y such patronage re-Sfunds is tazixble income to the cooperative. So that if itdoes notpay
patronage refunds to nonmembers, it must pay full corporation income
tax, on al that money and does now.

Senator .Cum.i ow,it is your, contention that a. patronagedivi-
dend paidin anything but cash amounts, or' it haA the same status as
if it had been paid in cash and a check written back to the cooperativefor the same amount? . .

_r. Vo9ams. Yes; that ig right.
I think fhis is part ofthmember- -,
Senator ComO. So the due date'of the slip of paper that represents

that transaction really doesn't have anything to d6 With itso ar-
Mr. VXoxms., Not so far: a1te, b o question of ,whoe prop y

it is is conrned; no, Z don't thi'n it has anything to do wit i,,
Senator O Rw, That is al, Mr. Chairman.,
The AmMA;. Senator Hartket T ,
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Senator HARTRE. I have no questions.
The CHAMAN. Thank you very much, Mr. Voorhis.
Mr. Vooimrs. Thank you, Mr. Chairman.
The CRAIMAN. The next witness is Mr. Homer L. Brinkley of the

National Council of Farmer Cooperatives,

STATEMENT OF HOMER L. BRINKLEY, EXECUTIVE VICE PRESI-
DENT,X.ATIONAL COUNCIL OF FARMER COOPERATIVES; ACOOM-
PAIED BY L. IAMBS HARMANSON, 3TR., GENERAL COUNSEL,
NATIONAL COUNCIL OF FARMER COOPERATIVES; AND MAC
ASBILL, JR., OF SUTHERLAND, ASBILL & BRENNAN

Mr. BRINKLEY. Mr. Chairman, I would like to have the privilege
of being accompanied by our general counsel Mr. Harmanson. I also
have available in the event that anyone should desire to question him
Mr. Mac Asbill, Jr., our tax counsel, District of Columbia.

With your permission I would also like to have the memorandum
prepared by Mr. Mae Asbill, Jr., included as a part of the brief.The CHAIRMAN. The insertion will be made following your oral
presentation.

Mr. BRINKLY. Thank you, sir.
I am Homer L. Brinkley, executive vice president of the National

Council of Farmer Cooperatives, Washington, D.C.
The council is a nationwide organization composed of farmer-owned

and farmer-controlled cooperative marketing and purchasing associa-
tions. The council's direct members and their afiliated local and
county associations number approximately 5,700 cooperatives which
market agricultural commodities and purchase farp production sup-
plies for a total of nearly 3 million farmer memberships.

The council membership includes associations of farmers who mar-
ket cooperatively their cotton, grain, milk and dairy products, live-
stock, citrus, grapes, poultry, tobacco, apples, vegetables, and practi-
cally every type of agricultural commodity produced on the Nation's
farms. o I . I Ie

'We -have other members who are engaged in meeting cooperatively
the farm supply needs of their farmer members. Still others of our
members are engaged in serving both the marketing and farm supply
needs of their patrons.. One basic purpose which all of these associations have' in common
is that they operate to increase the income 6f their former members
and patrons by obtaining for them. larger returns than they could
otherwise obtain for the products marketed and by redutingthe cost
of the supplies purchased.

Otherwise, the cooperative fails in its basic purpose and the foundk-
tion of farmer patronage upon which the cooperative is built- dis-
appears. There can be no continuing conflict between the interest of
tie cooperative entity and the patrons as some gllege. -

If such a ohfict appears and pesists, the cooperative is onthe road
to failure from "lack of support and patronage.

t is important to keep! this distinguishing char cteristic of the
farmer cooperative clearly in mind 'as ptovisibns for t t3 ftirltax treat.
ment of cooperatives and their patrons tre consider dtanda developed
by your committee. /

I / /

169.2



REVENUE ACT OF 1902

Certain competitors and antagonists to the contrary notwithstand-
ing, the typical farmer cooperative operates to make a profit, not for
itself or its investors, but for the farmers who use its services.

The amount which is due the farmer on a patronage basis at the
end of the year, which is his share of the excess of the money coming
into the cooperative over the total expenses and authorized deductions
for the year, is the patronage refund. Often a part or all of this
patronage refund is paid in cash.

Freuently, however, the amount which would otherwise be re-
funded in cash will, pursuant to legally adopted policies, be retained
by the cooperative for its capital needs, in which case a document
evidencing the amount so retained will be issued to the patron.

In this way the patron, in effect contributes a portion of his patron-
age refund income to the capital oi his cooperative. The tax treatment
of thes patronage refunds which are so retained for necessary capital
needs of the cooperative until its financial structure will permit their
distribution in cash to the patrons is the principal feature of section
17 of the bill which we wish to discuss,

TH1E BASIC ISSUE

For the information particularly of those of you who were not. mem-
bers of this committee in 1951, I desire to summarize the background
leading up to the cooperative provisions in the House bill.

Prior to 1951 a farmer cooperative which met the requirements of
section 101 of the Internal Revenue Code of 1939 (see. 521 of the Inter-
nal Revenue Code of 1954) was exempt from the payment of a corpo-
rate income tax.

The Congress in 1951 adopted provisions recommended by this com-
mittee intended to insure that a21 net margins, or earnings resulting
from the business operations of farmer cooperatives wouid be sub-
ected toa single income tax, either at the cooperative or patron level.

council supported then and supports now this single-tax objec-
tive.

The provisions which were than adopted made clear the right of the
cooperative to deduct or exclude from its gross income the patronage
margins which it was under an obligation to return tothe patron on a
patronage basis, even though under its legally adopted operating plan
the cooperative was authorized to retain such amounts or the. neces-
sary fhancing of its operations.

Such tax treatment of the cooperatives had never been successfully
challenged in the courts. The Congress, however, made no specific
provision in the 1951 act for the taxation to patrons of such retained
amounts.

Relying upon Treasury rulings which had been in effect for ,many
years, the Congress thought that its single tax objective would be ac-
complished under existm law through fthe continued taxuhtion of
these noncash patronage refunds to the patrons at face amount.

In the period 1952 to 1957 two principdl-cases-Carpenter and Long
PouZwFarm-were litigated, with decisions by circuit' courts, of
appeals holding in effect tat the noncash patronage refunds of tile
i farmier- cooperatives there involved' '*ere t able to the patrons not
' at their fa€e mdlft, biAtoniV &t their fitr marketvalue.
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Thereafter in December 1959 the Treasury Department amended
its regulations to follow the principle enunciated in the Carpenter and
Long Poultry Fa'rna cases.

'Thus, to the extent that the noncash patronage refunds of a coopera-
tive are not required to be included in the-taxable income of the coop-
erative or the patron recipient, the single' tax objective of the Congress
has been frustrated,

In fact, as a result of these two decisions and the subsequent Treas-
ury action based upon them, noncash patronage refunds generally
may be.excluded by the cooperative at face amount whereas the farmer
is required to re port them currently only at their fair market value.
Under the criteria contained in the Treasury regulations, in many cases
the noncash patronage refunds are held not to have any, fair market
value.

The basic issue then is how the noncash patronage refunds of coop-
eratives are to be treated taxwise to accomplish a single tax on patron-
age earnings.

THE CONSITUTIONAL QUESTION

It has been asserted by some that under the decisions in the Car-
penter and Long Poultry Farms cases, as well as other cases decided
by the Supreme Court, Congress does not have the power under the
16th amendment to the Constitution to require patrons to include in
their income, the face amounts of noncash patronage refunds' dis-
tributed to them by cooperatives. I

Some members of the Ways and Means Committee stated in the
course of the development of the current tax bill that they were
advised that noncash patronage refunds could not constitutionally be
taxed to the patrons in the absence of individual consents by the
patrons.

Because of the aramount importance of this question, we have had
Mr. Mac Asbill Jr, of the law firm of Sutherland, Asbill & Brennan
make a study o? the applicable law and prepare for us a memorandum
on the constitutional issue raised.Mr. Asbill as cocounsel successfully argued fore the patrons before
the circuit courts of appeals in both the arpenter and Long Poultry
Farms cases, and we believe his study and conclusion should be of
special value to your committee. I would like to request that a copy
of Mr. Asbill's memorandum be included in the record following my
statement. legilation

The memorandum fully documents the coinclusion that legislation
requiring patrons to include in income the face amount of documents
evidencing their share of current patronage income of the cooperative
enterprise, regardless of the fair market value of such documents
would clearly-be constitutionl whether or not there was consent by
the patrons as required by.-the House bill. Mr. Asbill is present today
and will be glad to answer any questions members of t e committee
may have concerning his conclusion (r the study, upon which it is

sUMMARY OF CotNOIL POSITION.

The councl's current sition is contained in a po icy statemex$.t-
tached hereto as ap ix . ,This policy statemefii was origimpll
adopted by the members of the council in 19)$, and was wre dinewed Z
reaffirmed in anfiual session oTJanuary 12, 11. /1.
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The council policyas applied to the current issues is that we support
the enactment of legislation by the Congress that would provide for
the exclusion from tle taxable income of the cooperative and inclusion
in the taxable income of the patron of the face amounts of noncash
patronage refunds distributed pursuant to a legally adopted operating
plan of the cooperative of which the patron is given notice prior to
or at the time of his patronage resulting in his share of the patronage
income. Under the council policy we are opposed to the provisions
of the House Bill which make this result dependent on the issuance
of qualified allocations as defined in the bill, The criteria for distin-
guishing qualifiedd" from "nonqualifled" allocations are arbitrary,
inequitable, discriminatory, and unworkable.

We are opposed to any withholding on patronage refunds,.cash or
noncash. We believe that cooperatives should be ,and most of them
clearly are, willing to show their good faith and their concern for
the interests of those they serve by agreeing to a statutoryrequirement,
in lieu of the proposed 20-percent withhol- ing tax, that as a condition
for the exclusion of the noncash patronage refund by the cooperative,
the cooperative might be alternatively required to distribute in cash
for any year to each patron a percentage of the patron's total patronage
refund for each year, equal to the minimum individual tax rate.

Treasury Secretary Dillon in testimony before your committee on
April 2, said:

Withholding on patronage dividends at the 20-percent rate would assure the
average patron of the funds with which to meet his tax on noncash dividends.

The requirements for a direct payment to the patron of such mini-
mum percent of his total _Patronage ref und in cash would be a more
equitable way of assuring the average patron of the funds with which
to meet his tax obligation if, after inluding the full amount of his
patronage refund, cash and noncash, in his taxable income, he should
owe the Government any tax at all.

We shall give detailed reasons for our opposition to withholding
on patronage' refunds and the justifiation ofthe substitute suggestion
in a later selection of this Statement.,

HOW TMEJ IOUSE BILL WOULD TAX COOPERATIVES AND PATRONS ON
NONCASH PATRONAGE REFUNDS,

A6The house bill sets up two classificationS fox the Cerifiates or other
forms Of douments evidencing to the patron his share of the current
net patronage earnings arising fr)mo the"operations of the coopera-
tive,-qualifled allocations and nonqualified allcati ft 4

QurilIfled actionss -wold entitle the coperatiVe to exclude the
faWce tornotin t thereof from it taxable"incoMe anid Wld require the
patoti to include such face am0tuht in his taxable income.

All alloc6tionS which ard ilot qtiaifled, accordingto the statutory
deflniti6h, Are designated ao nonauaii fled. 'The amobts of patronige
refunds represented by nonqufiifled illocations cannot be currently
excluded by the cooperative, and are not currently taxable to the
nation. The cooperative Can .x ludte, and the patron must include,
Me amounts paid later in redemptl0v o such hionqhalified allocations.

For the allocation to be quliffd, it ust meet one Of twd conditions.
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First, it may be an allocation which the patron for a period of at
least 90 days from the date of its issuance has the right to redeem
in cash at its face amount.

Second, it may be an allocation which the patron has consented to
include currently in income at its face amount.

This consent under the House bill can take either of two forms.
For members of a cooperative consent can be given by becoming or
continuing as a member after the cooperative has adopted ,(after the
date of enactment of the act) a bylaw providing that membership
in the cooperative constitutes such consent and after the member or
prospective member has received a written notification and copy of
such bylaw.

The ays and Means Committee report on the bill gives an example
of the exact wording of a bylaw provision that would be acceptable
as a consent for members under the statute.

No bylaw of the practically 10,000 farmer cooperatives in the coun-
try is worth anything for the purpose of this bill. An alternative form
of consent for members of the cooperative, and the only form of con-
sent for nonmembers, is a written statement signed by the patron in
which he gives the required consent.

THE "QUALIFIED" ALLOCATION APPROACH IN TIE HOUSE BILL IS SUBSTAN-
TIALLY DIFFERENT FROM PRESIDENT KENNEDY'S RECOMMENDATIONS

Before detailing what we believe is fundamentally wrong with the
"90-day cash redemption right" and "consent" approach, we deem it
important to review the basic recommendations of the President, the
Treasury, and the Ways and Means Committee as they relate to our
position.

The President said in part in his tax message to the Congress on
April 20, 1961:

I recommend that the law. be clarified so that all earnings are taxable to
either the cooperatives or to their patrons, assessing the patron on the earnings
that are allocated to him as patronage dividends or refunds in scrip or cash. * * *
The cooperatives should not be penalized by the assessment of a patronage
tax upon dividends or refunds taxable to the patron but left in the business
as a substitute for the sale of securities to obtain additional equity capital.

The President in no way suggested that taxation of allocations to
patrons be dependent on any "90-day redemption right" or "consent"
or any other prerequisite. On the contrary, he recommended, without
qualificatidn, tlit all allocations, in scrip as well as cash, be taxed
to the recipient patron.

The detailed explanation of the President's reconftif.endations sub-
mitted by Secretary of the Treasury Dilldn in hearings before the
Ways and Means Committee on May 32 1961, was consistent with
the above recommendations of the President for the enactment of
clarifying legislation to fulfill the intent of Congress in 1951-not
for new and substantially different policies for taxation of coopera-
tives and tliir patrols.

The repOrt of the Ways and Meics Cotifittee to the Congress on
Mab'eh 16, 1962, accompahyihg H.A. 10650 makes the foll,6wzng per-
tifient, statements:

The President recommended that what, was thought to be the law ,in 1951
be provided specifically in the statute. Under the recommenddtin coopera-
tives wouldbe allowed to deduct anoiints allocated in cash or/scrip s patronage

/" /
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dividends and patrons would be currently taxable 6n the patronage dividends
allocated to them arising out of business activities.

Then the committee report states:
Your committee's bill adopts an approach which in substance is substantially

- the same as that recommended by the President.
- We respectfully point out that the prerequisites for qualified allocal

tons in section 17 of the Holse bill are not in substance the same
as, but are substantially different from and inconsistent with, the
President's recommendations as quoted above. The approach in the
House bill is not what Congress thought was the law after its en-
actment in 1951.

Yet, in his testimony before your committee on H.R. 10650, Sec-
retary of the Treasury Dillon, in explaining section 17 of the bill,
appears to have endorsed this section.

He states:
The House bill provides an adequate remedy for the unintended exemption

of some cooperative income.
Secretary Dillon has made a number of major recommendatiot

to your committee for changes in the bill as it passed the House to
accomplish certain improvements which the Treasury desires.

Secretary Dillon should know, and certainly his staff does know,
the substantial difference between the approach in the House bill on
the one hand, and the President's recommendations and what Con-
gress thought was the law in 1951 on the other hand.
It is difficult to understand why Secretary Dillon should recommend

to your committee major changes in other sections of the bill, but
should indicate that the section on "cooperatives" is acceptable with-
out making recommendations to reconcile the substance of that section
with the President's recommendations.

TH APPROACH IN THE HOUSE BILL IS INEQUITABLE AND UNWORKABLE

1. The alternative requirement imposed by the House bill for a 90-
da, cash redemption rights arbitrary and impracticable.

If the cooperative has a legally adopted policy that any person
who uses the services of the cooperative shall contribute his patronage
refunds to the capital of the cooperative on an equitable basis, why
should the Federal Government make the tax consequences of such a
contribution dependent on agreement by the cooperate ive to redeem the
contributions within a period of 90 days, 6 months, 1 year, or any other
period of time?

It should be obvious that no cooperative can plan a sound fifincinf
program if the capital contribitted by the patrons is subject to cas i
w-itdrawal within, a specific p~rod.

With such "withdrawable' capital, the ability of cooperatives to
borrow from banks for cooperatives and to meet their present repay-
ment obligations to creditors would in many cases be Jeopardized or
destroy d.

It should be borne in mind that although the patroiage refitids
contributed by patans in many cases cOnstittte &iVIy a s11lpl "art, of
the total capital needs of the cooperative, such ref-iids cnstitit -in
many cases the necessary capital bWse to entlblY 'the coo0prative to bb-
taii the addi xi al capital rt4quired th condwt its operatiols.
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Few cooperatives, if any in .the country could consider trying to
meet the "90-day cash redern tion right" alternative. Hence the
consent" alternative for qualifed allocations would be the only other

method in the Huse bill by which noncash allocations would be ex-
cludable by the cooperative.

2. The bylaw consent requirement, restricted in its applicability
to members only, would place a tax premium on nonmemlership and
would discriminate against members in favor of nonmember patrons.

This' requirement illustrates the discriminatory and destructive
forces set in motion when the Government attempts, without need or
justification, to regulate private business.

Take the example of a marketing cooperative serving 2,500 farmers
of whom 2,000 are members and 500 are nonmembers. At the end
of the year, after deducting expenses, there are net margins of $125,-
000 attributable equally to the patronage of all the 2,500 patrons.

Under an appropriate bylaw consent, as required by the House
bill; each of the 2,000 members would include their individual non-
cash patronage refunds of $50 each in their taxable income. The 500
nonmember patrons could, under the House bill decide on an individ-
ual basis whether they would treat the noncals refunds as their in-
come or whether the refunds would be treated as the current income of
the cooperative.

Obviously, many members of cooperatives would not long submit
to such discriminatory treatment but would desert the cooperative as
members and seek as nonmembers to avail themselves of its set-vices.
The bylaw consent, with its limited application to members only,
would drive farmers to seek to get the benefits from their coopera-
tives without accepting responsibiliy for contributing to their cApi-
tal needs.

3. The individual consent requirement, permitting each patron to
determine whether a patronage allocation will be taxed to hi or to his
cooperative, would produce inequities and undermine the capital struc-
ture of cooperatives.

If the net earnings of a cooperative for a taxable year are $10,000
and the share of farmer A, a member, based on patronage is $100, and
the share of farmer B, a nonmember, is $100, it is certainly suitable
for the law to provide that farmer A must include the $100 in his tax-
able income but farmer B can decide individually whether he wants
to regard it as his income, or as the income of the cooperative and
subject to a corporate tax.

The disparity in tax consequence would be even more marked if
both A and B were nonmembers, and if A, but not B, consented to in-
clude his noncash allocation in income.

The House bill in this situation would permit the two individual
patrons to determine whether the amounts of their noncash patronage
refunds, identical to each other in every ,respect, would be taxed to the
cooperative (as in the case of 13's allocation) or to the patron (as in the
case of A's allocation).

These results flow from the present provisions of the House bill.
They would occur in the ases of hundreds of thousands of farmers in
fihe practical application of the pr visions Of the bill.

In contrast, it would be fai to'all farmers, and ,Ofform' tax treat-
ment would be achieved, if the Congress provided That each patr ,
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member and nonmember, should, include in his taxable income his
share of the earnings evidenced by. appropriate documents.The individual consent requirement would be an open invitation
to all patrons to attempt to reap thelbenefits from their cooperatives
without bearing their share of te necessary capital contribution. A
nonconsenter would pay no tax on his allocation. A consenter, on the
other hand, would pay the full tax on his, and in addition would feel
the impact of the corporate tax on the amount allocated to the non.
consenter.

Any corporate tax would reduce the amount available to redeem the
allocation to the consenter as well as the nonconsenter. Any substan-
tial refusal to consent could be expected to lead to dissatisfaction on
the part of loyal patrons and eventually to the refusal by all (or vir-
tually all) patrons to consent. This trend could only result in finan-
cial disaster for many cooperatives.

In short, the practical effect of the individual consent requirement
will be either to subject all patronage refunds to t4 current corporate
tax at the cooperative level or to force the cooperatives to distribute
all patronage refunds in cash.

The "consent" approach might appear to be a temporarily expe-
dient political approach, but we believe the reasons given show that
it is not sound revenue legislation and that it is contrary to the clear
policy of Congress and the administration to encourage farmers to
organize and strengthen their cooperatives.

A WORKABLE AND EQUITABLE APPROACH

Our proposal is one which would fully effectuate the recommenda-
tion of President Kennedy as well as the intention of Congress in 1951.
Briefly, Congress would provide in appropriate statutory language
that where the cooperative has a legally adopted policy requiring all
patrons to invest their share of the current net patronage earnings in
the capital of the cooperative, such retained patronage refunds evi-
dencedby appropriate documents issued to the patrons shall be cur-
rently taxable to the patrons and excludable by the cooperative at
the face amounts of such documents.

As a further condition, it might be provided that prior to or at the
time of the patronage resulting in the patronage refund, the patron
shall be given notice of such policy. The form of the notice to the
patron of the policy should not be prescribed--only that the notice be
given prior to or at the time of the patronage from which the patron's
refund arises.

Sh a statute, for reasons set forth in the memorandum of Mr.
Asbill, previously referred to, should not be subject to successful attack
on constitutional grounds.

Such a statute would be more workable than the proposal in the
House bill since it would treat all nonicash patronage refunds uni-
formly, and be subject to fuller compliance and more effective ad-
ministration. It would also be fair to all farmers patronizing

cooperative,
Under ou;:ge~stions below for ,o nsidering an, aliera'ire to the

proposed wkthholadmg on'.patronageirpfu0ds , o yuldw d receive
from their cooperatives incash amou nts Suflciet A t enable them t the
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20-percent rate to meet any income tax they might owe attributable
to the patronage refunds of any year

REASONS WHY THERE SHOULD NOT BE WITHHOLDING ON PATRONAGE
REFUNDS

We take no position as to whether withholding should be applied to
corporate dividends and certain types of interest as proposed in the
Hose'bill.

We make this clear so that our discussion of tho inherent differences
between patronage refunds on the one hand and corporate dividends
and interest on the other, in appraising the proposed withholding,
will not be interpreted as advocacy of, or opposition to, withholding
on corporate dividends and interest.

It should be noted, however, that any dividends or interest paid by
cooperatives on their capital, which is limited by law, would be subject
to withholding on the same basis as other corporate dividends and
interest.

In the discussions thus far of the House bill very little attention
has been given to an analysis of the practical effects of, and admin-
istrative difficulties in, withholding on patronage refunds. It seems
to have been assumed by many that if withholding is applied to cor-
porate dividends and interest, there should be withholding on patron-
age refunds. Even in some cooperative circles this assumption seems
to have made progress. We shall point out some compelling reasons
against withholding on patronage refunds.

(1) A patronage refund is one item, and one item only, of numer-
ous items of business income which enter into the computation of the
taxable income of the farmer, and it bears no direct relation to the
amount of income tax, if any, that the farmer will owe the Govern-
ment.

This is the first and only area of business income as distinguished
from what is generally regarded as personal income on which the
Government has proposed withholding.

The individual farmer details the receipt and expense items in the
computation of his net farm profit, or loss, on schedule F of income
tax return form 1040.

Patronage refunds are only 1 of about 27 items of farm business
income reportable on schedule F. Over 20 types of expenses or deduc-
tions are reported on schedule F, to determine the amount of net farm
profit or loss for the year. This figure then'is carried to line 9, page 1,
form 1040 to be included in the other income, if any, of the farmer,
and computed with all other deductions in determining the farmer's
taxable income, if any.

The farmer's income from patronage refunds is in many, and per-
haps most cases, small or ne-ligible compared to the other farm in-
come items such as sales of livestock and produce raised. But the
Treasury realizes that the patronage refund is easy to tap at the
cooperative level. It would-be just as logical and easy t6 apply the
withholding tax to a ricultural program payments, another income
item on:.khedule F. But the source 6f that payMentto the farmer
is the Government itself and ithas not been sugge~ed tlit withhold-h 1 be appiedto that payment.

Sbe 4/
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This should be sufficient to show the complete lack of justification
for singling out any particular item of numerous items of business
income of a farmer and applying a withholding tax against it when
the item bears no determinable relationship to the amount of tax, if
any, that the taxpayer will owe for the year.

(2) Withholding on patronage refunds would be discriminatory.
A patronage refund is, in fact, a refund of an overpayment by the

farmer on supplies he has purchased or an additional payment to him
for products he has sold. Withholding would discriminate against the
farmer, as compared with other individual businessmen against whose
refunds and proceeds of sales in business transactions withholding is
not aplied.

Withholding on patronage refunds would also discriminate against
individual farmers in different cooperatives because of the varying
methods of operations of cooperatives. Some cooperatives pay or
charge the current market price at the time of the transaction, with
small or no patronage refunds at the end of the year.

Others, for good business reasons make a minimum payment for
products marketed, or a maximum charge for supplies purchased, at
the time of the transaction, with a comparatively large refund in final
settlement at the end of the year.

Withholding on patronage refunds would discriminate in favor
of the farmers who do not patronize cooperatives, and would likely
tend to encourage farmers to patronize noncooperative businesses
which would not be required to withhold and turn over to the Govern-
ment any part of the proceeds from the sale of the farmers' products.

Withholding on the part of the farmers' gross income represented
by a patronage refund from his cooperative discriminates against him
unless withholding is also applied to a part of the price that non-
cooperative canners, packers, grain and wool buyers, produce mer-
chants, and the like, pay other farmers for their products. All of these
payments alike enter into the stream of the farmer's gross income in
determination of his taxable income.
(3) There has been no showing that withholding on patronage

refunds would produce significant additional revenue.
As far as we are aware, the Treasury has not produced any statistics

indicating that there exists in the patronage refund area a substantial
revenue gap which withholding on patronage refunds is needed or
designed to close.

It is quite obvious that the requirement of withholding on such
refunds will involve considerable expense and administrative diffi-
culty for the cooperatives involved. These burdens should not be
imposed in the absence of a clear showing of the need for withholding.
- The information available to us, which is admittedly incomplete,
not only fails to indicate that withhOlding on patronage refunds would
produce substantial revenue, but it would seem to indicate that such
withholding would probably produce very little revenue which was
really owed-b farmers.

For exam o , Publication No. 458 (2-62) of the Internal Revenue
Service, entitled "Statistics of Income--959-60 U.S. Business Tax
Returns," reflects that 8,5,090 sole 1roprietorips in the category
of "agricultur, forestry and fisheries_' fled business runs for tax-
able years ending wItoin the July 1969-June 1940 fiscal year, and
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that, 3 886,880, or 96.6 percent of these proprietors, were farmers. A
breakdown of ti°j returns of this entire group reflects the following:

Net profit (or without not profit) Number of Percent of
businesses total

Without net profit ................... ................................... 1,09,094 30.8
Not profit under $1,000 ........................-..................... ,10,847 32.3
Not profit from $ 0 to 83,000 .................................... 879,424. 25.1Net profit $3,000 and above... ............................ 418, 72 11.8

•TotaL ................................................................. 3,05,090 100.0

Thus, assuming that farmers constitute the same percent (96.6 per-
cent) in each net profit category, 88.2 percent of the individual farm-
ers in the total group reported net farm profit under $3,000.

The great majority of those comprising this 88.2 percent showed
farm profit of under $1;000, and more than one-third of the 88.2 per-
cent showed no farm profit at all.

It seems quite likely that very few farmers in this 88.2 percent would
owe the Government any tax at all on their farm income, and, con-
sequently, that withholding on their patronage refunds would in al-
most every instance produce an overpayment subject to refund. This
means that substantial expense and inconvenience has been incurred
for nothing, unless the farmer, through neglect, oversight, or a desire
to a void redtape, leaves with the Government money to which it is
not entitled.

Many refunds of tax would be unclaimed because of the small
amounts involved. Whereas we have no statistics reflecting the size of
the patronage refunds paid by all cooperatives, we have, through a
questionnaire to many of our members, developed some information
with respect to the size of the refunds paid by those members.
• This information, set forth in appendix II, indicates that a great
many patronage refunds are very small in dollar amount. I would
say this, that out of a total of 691,000 refunds amount to $33,100,000
paid out, a total of 586,000 of such patronage refunds-this was done
in 1961-received an average of $24 or less. Of this number 385,000
received an average refund of $4 or less. Consequently, any refund of
tax attributable to withholding on such patronage refunds would also
be small and might rnot appear to the farmer to justify the effort
to claim it.

As indicated above, the statistical information available to us is not
complete and, consequently, we are not in a position. to prove that
withholding on patronage refunds would -hot produce substantial
revenue.

We submit however, that the burden, bf proof should be on the
treasury nd that this drastic Method of collection should not be in-

voked unless ,it is'clearly shown that it is needed.
In this connection, we suggest that any underreportingy or nonreport-

ing of patronage refund income which may have" existed, in recent
years ts, in ail keihood, been primarily attribitable to the confu-
siOn in the law as to whether such refundsin nbiteash form constitute
gross income td the farmer.

/ / 1
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* It i,6entirely possible--aind we believe likely4hat once the law 6n
this substantive issue is clarified, there will be, very.little' underre-
porting or nonreporting of patronage refund, income,

A REQUIRED CASH DISTRIBUTtON 0F A MINIMUM OF 120 PERCEN!I OF TIM

TOTAL; PATRONAO REFUND TO IEAOH PATRON 'HAS BEEN SUGGESTED BY

MANY OF OUR MEMBERS AS A PREFERABLE SUBSTIrUTE FOR TIRE PROPOSED

'WITHHOLDING ON PATRONAOM REFUNDS;,

Council policy does not authorize support of such a requirdcash
distribution ad it should therefore be understood that I am in this
statement only pointing out at the suggestion of mpny of our mem-
bers, the merits of such an alternative course under certain circum-
stances in contrast to the unfairness, discrimination, and unworka-
bility of withholding on patronage refunds, as already pointed QIlt in
this statement.

I must sft in all fairness, however, some of the inequities of with-
holding would be'reduced if the provision establishing the consent r
quirements were eliminated., It is the discriminatory effect of the
consent that compounds the existing inequities of the withholding
approach.

The application of withholding would be particularly harsh and
discriminatory on members under the House bill. They would be
required.under the bylaw consent to include the face amount of their
refunds in income and also would be subject to a 20 percent with-
holding.

Nonmembers on the other hand, through refusal to consent, would
avoid withholding either at the time of -he issuance of their alloca-
tiotns or when they received the cash in redemption of them. This
would in our judgment in many cases cause cooperatives to lose mem-
bers very rapidly..A cash payout of 20 percent of the refunds to the consenting mem-
bera or other'consenting patrons would appear to be distinctly fairer
under the House bill. Many of. the harshfeatures of withholding
would be gTeatly reduced if all noticash patronage allocations were
made taxable by statute to both member'and nonmember patrons alike
under the conditions we have previously suggested.

The stated purpose of the Treasury in proposing a 20 percent withW-
holding on patronage refunds is toL assure that the average farmer
receiving allocations will in effect be given enough cash to cover the
tax attributable to the patronage refund at the first bracket rate. -

This alternative suggestion will do just that and will let the farmer
figure out his own tax'and' will avoid payment of the farmer'S money
to the Government ,in- many cass in' which lt is not owed. Further-
rihore, it will atcomplish the desired, result without major changes in
prevalent practices regardingcash disttibutions.

It is important'in this regard-tolook at the record 'of farmer c6op-
eratives on a natiotial basis it making -cash distribUtiOn of pdtina.
mar 'nsto their patron;i.

The only competent nationwide study availibe i ig study cn'ifuldtM
by the Farmer Cooperative Service, UI.S. Department of Agriculture,
contained in General Report 82, issued in June 1957, entitled "Methods
of Financing Farmer Cooperatives." .The study was based on 1954

82100 O-42-pt. 5-4
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fiscal year. , This study howed.that in 1954 the 9,798 marketing nd
farm supplycooperatives in the country; excluding bargaining organi.
z.tions, paid out in. cash to members apid other patrons a ntiopal
average of 80.9 percent of the total net margins and savings resulting
from the cooperatives' operations. This is 6S0 percent more than the
withholding rate or cash payout rate that, is suggested for considera-
tlonasa substitute.

This substitute suggestion would assure that every. farmer coopera-
tive in thie count , regardless of its present policy, will pay out cur-
'eitly in cash at least 20 percent of the total patronage refunds cur-
rektly taxable to the.imembers and other patrons. 'This will clearly
be a financial hardship on some groups of farmers particularly those
who have formed cooperatives in recent years and those which havy
an inadequate capital base to- provide the facilities to serve the

However it is believed by those holding this view that most coop.
eratives anA their farmers would regard such a 20 percent cash, pay-
out requirement as more acceptable than the withholding and turning
over to the Government of 20 percent of patronage refunds,

In addition the suggested payout of 20 percent of patronage refunds
in cash would, we believe, eliminate many of the practical problems
that would be present in the proposed withholding, as applied to
distributions by a federated cooperative to its locals and thence from
the locals tothe individual farmers.

SUMMARY

We have devoted most of this statement to discussion of the basic
inequities and problems inherent in the two principal phases of the
House bill in its present form, namely (1) the distinction between
qualified and nonqualified notices of allocation, and (2) the with-
holding on patronage refunds. We have also suggested specific
substitute proposals which would be fair and equitable and which
would carry out the President's recommendations for achieving a
single tax on .all patronage margins of cooperatives in. the manner
contemplated by C-ongress in the Revenue Act of 1951.

We Want to make clear, however, that the bill, as passed by the
Rouse, represents in a number of very significant aspects an improve-
meat over the discussion draft releas6d by the House Ways and Means
Committee on August 24, 1961.

There is one particular feature of the Houtse bill that we regard as
especially desirable, and we recommend that it be retained in what-
ever action is taken by your committee. We refer to the provisions
that would make the new tax treatment of no nash patronage. refunds
pplicble only for fscal 'years beginning aftr Dcember 81, 1962,
t ereby allowing cooperatives and patrons sufficient time to take the

necessary, steps to comply with the provisions of the new act.
Piktronage refunds which haveben jssued.ir, the past and,which

may be deemed in the future should be subject to existing law, as
pr'ovide in the House bill;

1704
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This# i4 necessary' *in order,'to prevent unjustified, ta.X burdens on

f , nets aa rest of .he ontuqIon and co!rtty that nu pre-
vailed for almost a decide, under Treasur rgulations ad rings
and eourt decisions,, over the -manner in which farmers are required to
treot nohcaah patrfdfige refunds. There s attached asap~pndix, I1
& s~m~m~iy of'T'reasry iid CoWrt A~tiozxs ;0'v Tng T x1lat.
ment to Patrons of Noncasl Patronaie Refuid to Thom bY'Their
Cooperatives" from 1948 to 19816 This illustrates the confusion that
has existed.o

'M0 aPi'eciate this oppokunityf to prese ntuf'views t6,yor com-
mittee and we shall be glad to operate with yot, and yourwt4 in
furnishing any additional facts available to us. Representatives of
the council worked closely With yoUr committee in 1951, and it has
been a pleasure to work from time to tithe with the staff Vf th..joint
Committee on Internal Revenue Taxation during the past-V ,5 r 6
years in trying to develop appropriate legislation to achieve the single
tax objective of the Revenue Act of 1951.

We hope very much that a fair and equitable measure, will be devel,
hoped by your committee so that the farmers'of the country can devote
more of their time to their cooperative farm business enterprises, free
from the tax uncertainties that have existed and free from the propa-
ganda charge that they are tax evaders.

I appreciate the time of the committee, Mr. Chairman.
(The appendixes and Mr. Asbill's memorandum previously referred

to follow:)
APPErNDIX I. COOPERATE TAx POLICY or NATIONAL COUNCIL or FAIMER

COOMRATIVEs

(Originally adopted 19468 and 1957, reaffirmed by council delegate body, Jan.
12, 1961)

COOPECRATIVEC TAX POLICY

The clear Intention of the Congress in 1951 In the changes made In the tax
treatment of farmer cooperatives was that the savings resulting from the'opera-
tion of such organizations should be subject to a single tax. A number of court
decisions since 1951 tend to prevent the carrying out of the above intenL

Therefore, the National Council of Farmer Cooperatives states Its support of
the following policies and principles:

1. Farmer cooperatives are owned and controlled by farmers and operate
on a cost-of-doing-business basis for the primary purpose of provldng' essen-
tial services and increasing the Income of their farmer members and trons.
Under such operations and purposes, the savings resulting therefrom, whichthe cooperative distributes to the patron under an obligation and !agree.
meant to do so, represents income to the patron. Such amounts are, and
should be, excludable Ok deductible by the cooperative, and the eight of mem-
bertrand pa-rons to'receive, such rettinds as Income, whether in cash o1
noncash form.,. and to Invest PmotlntA' In thelt, "cboperatiVes, either directlyy
orb setoff,shouldberecognized, i i J

6The council supports the tax status of farmer cooperatives under exist.
Ing law lnd shall seek clarifcatlonlof the 19DM act as to the taxable status
of patrons with regard to distribution# mide to them by their cooperatives,
116 lin6 withbthetntent 6f Congrese In the passage of that act. 1
" 2. The -counil is -opsed 'to the, application, of' a wlthholdlng' tax, to
patronage refunds and reaffirms the principlee-of its resolution adopted at
the 1961 annual meeting to the effect that-
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."A wlthholdlbg tax on patronage refunds, Is. luew*K**ar.% and un ionnd,
tt would -unduly burden cooperatives in both cost' a1A wanlower 'i,,
deducting; recording, reporting, and remnittfng such taxei Withont materiali
Increasing net revenue collections. Because the tax has no relation to the
rate of taxes owed by ,the recipient, many recipients would be entitled, to tax
refunds; ond the post in money and manpower of Internal revenue admin.
Istratlol Would be unnecessarily and substantly increased. Fithermorp,
a, withholding tai Would copftse, rather than clarify, the taxable status of
such refunds."8. The council seeks legislation Which would eliminate the double taxa,
tion to patrons and members which occurs when the Treasury seeks to
impose In, the same year a tax both on cash payments In redemption of
prior issues of noncash patronage distributions and also on current dis-
trlbutionsin noncash form.
t4. The national council directs and autbories th executive committeeto develop and effectuate ways, meanik and method#; deemed best for the

Implementation of the basic principles of the council's cooperative tax
policy, recognizing that the'lOng-terni interests of the farmer and his co-
operative are identical and inseparable.

APPENDIX II.-Analyiie of cash and. noncash patronage refunds diatribitte4 to
individual farmer patrons by 886 marketing and tart supply cooperatives as
reported by the associations in April 1061 for recent fiscal years1

Refunds Amount of refund
Range in size of cash and noncash _ _ _ Average

patronage refunds ..... 7o
Number Percent of Dollars Percent of refend

total totalr001 to $0.99 .......................... 110,617 1.0 43,011.85 0.1 $0.39
to $.9 .......... ................... 274,068 39.6 1,103,871.30 3.8 4.03

0o $49.9 ........................... 201,995 29.2 4,8,020.80 14.7 24.02
Cto O$99.99 ......................... 49, 94 7.2 8,357,992.02 10.2 67.22
00 and over ......................... 54,870 8. 0 23,726, 431.22 71.7 432.41

Total or average .............. 8 91, 50 100.0 33,084,32 . 100. 47.84

I Dominanitly for fiscal years ending in 1960 or 1981 with a few reporting for earlier years. Replies were
received from 178 individual associations; 1 State cooperative council submitted a summary report with
combined figures for 48 member associations; and I regional cooperative subulitted 2 oombiued reports, I
covering 182 and the other 29 local member associations.

APPENDix 1i. TREASURY AND COURT AOTIONS lNvoLvIN TAx TREATMENT TO
PATRONS Or NONOASH PATRONAOE REFUNDS TO TnEx BY THEIR COOPERATIVES

(1) 1948
Although the Treasury had previously Issued ruling on the subject, not until

1948 did the federal Government take steps to publicize In a manner that might
reasonably be regarded as actual or constructive notice to taxpayers generally
how the noncash patronage refunds of farmer cooperatives should be handled in
the patrons' h4eome tax returns, I

The pamphlet entitled "Helpful Information on How To, Prepare Your'U.S.
Income Tax Return on Form 1040 for 1048 at page A0 contained a paragraph
advlsing that farmers should Include the amount of the patronage refunds arls-
-Ing from business transactions with *their operative in their gross income for
the year In which paid, and that they were considered. paid when remitted In
cash, merchandise, stock certificates, or when credited to their account.
.For 1040-F, the schedule of farm. income and expenses accompanying the
Individual tax return of farmers, was for the first time or 1948 revised to in-
elude under "Other farm income" a new item reading- ,"Patnage dividends,
if not reported elsewhere in return." ,
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-Similar iroyvions in the individual 'incnime taxinstructionsa andforim fnor the

reportfing by farmers of their cash, as *el as nonic*sh patronage refunds;were
made for the years f6llowlng 1048 thrbugh at least 1051.

(9) April 18,1 6. O
Apparently because of knowledge that a uniform polly w ainot being followed

In all Internal revehue dIst1Iicts equiring farmers to report the face amount of
noncash patronage refunds In their curron't returns, "'IncOme ax Information
Release , No. 2" over the signature of EL I. McLarney, Deputy Commissioner of
the Income Tax Unit-(Bureau of Internal Revenue) was released for "special
dlitributlion" on April' 13, 1050, stating the policy of the Government, with re-
spect to "patronage dividends" of farmers' marketing and purchasing associa-
tions In part as follows:,

"For Federal Incomp tax purposes, the amounts which are Includible In the
gross Income of the patrons to whom such' distributions are made are not ,re-
streteit to amounts dlstrlbutld in cash. Distributlona by Sooperatives In the
form of capital stock, or in any form other than cash, should be'ncluded in the
gross Inconie of the patrons to the same extent that suc distributions would be
Included if paid In cash. This rule is applicable to patrons who file their Federal
income taxt returns on the basis of cash reepts and disbursements as well as
those who file their returns on the accrual basis."

(8) May 28,1958,
The Treasury iti6d as Treasury Decision, 6014 under sectifot 814 of theReve-

nue Act of 1051 final regulations which provldt'd that noncash patroniage" refunds
were currently taxable at face amount to the patron recipients. -This was the
first time that the Treasury ever issued final regulations specifically covering
this subject.

(4) Jattuary 11, 1954
Revenue Ruling 54-10 was published in the Internal Revenue Bulletin, con-

firming and clarifying the policy set forth in the regulations referred to in item
(3) above.
(5) Pertinent Coort Dels ions

(a) B. A. Carpenter v. Comnmassloner (20 T.C. 603, affirmed 219 F. 2d 635
(C.A. 5, 1955) ) :

April 1952: First hearing held at Miami, Fla., before Tax Court of the
United States.

June 15, 1953: Decision by Tax Court holding that a cash basis taxpayer
need not thclude in his gross Income the face amount of revolving fund cer-
tificates Issued by a farmer cooperative and held that the certificates had
no fair market value at time of Issue.

March 2, 1055: Decision of Tax Court affirmed by U.S. Court of Appeals
for the Fifth Circuit.

(b) Long Poultry Farm8, Ino. v. Comirn(ssioner (249 F. 2d 726 (C.A. 4, 1957),
reversing 27 T.C. 985) :

March 21, 1957: Tax Court of the United States held that a patronage re-
fund credit allocated to the account of a member who kept his books and
reported his Income on an accrual basis was a properly accruable item of
income during the year in which the allocation was made.

November 8, 1957: U.S. Court of Appeals for the Fourth Circuit overruled
the Tax Court and held that the patronage refund credit allocated to the
taxpayer's account by the marketing cooperative In this case was not accru-
able as Income to the taxpayer in the year of allocation.

(o) Estate of (aswel v. Commissioner (211 P. 2d 698 (C.A. 9, 1954), reversing
17 T.C. 1190) :

January 18, 1952: Tax Court of the United States held that certain re-
tain certificates constituted income to the patrons in year of issue to extent
of their fair market value and that the fair market value of the certificates
was equal to their face value.
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Ar!1-11, 194; Omuk _C rt oppa1s for, the Ninth Circuit reversed
the TO, ourt and hel4,thmt the cates did not constitute taxable in,
come to the recipiits tq any extent whatoier in the year of Issue.

(it) M1o4 V. Darle((A 9) 2N8W. 2d. 588t cmt. den. 850 V.06' 1018):
October 12, lPI: U.S, stxlc Court fer toe 01strict of Oregon helO t'pat
rtaln revolvg, fund certlfWates auod to ttxpayer Itoe rer te4 no•Income to.him* ei orceipt of 0'ec ". .

ft cr o firme4
Oncoer of r.ecitof a rz yW Circuit Court of Appeals,
Marck 195 : .The. Government filed4 a brief In opposition to Moes peti-

ton or a wrlt,of certiorari in the Supreme Court of the United States. ,

AprIl. 0,4 195W: Supreme Court of the United States denied certiorari.
(6Pebriuarg 14, 19,68
The Treasury'' Issued technical Information release NO. f9 announcing that the

Inte ral Revenue Serilce would follow the decisions In Long Poultry Farm, Ino,
v. ;tommiaonei, and Oommteutner v. B. A. Carpenter, in connection With the
tax treatment of allocations of patronage refunds by cooperative associations to
their patron . The release said ste s will be taken t " dispose of pending litiga-
tion and claims Involving this Isueln conformity with the prncple enunciated
In these decisions and to conform Treosury regulations and outstanding rulings
to these decisions at the earliest practicable date. I . i ,

Thus the Treasury announced Its decision to abandon Its longstanding policy
of requiring noncash patronage refunds to be reported currently by the patrons
at' fact Amoit and Its Intention to embrace the "fair market value" theory
enunciated in the Tarpenter and Lon Poultr/Far4ms decisions.

Publication of proposed amendments to existing Treasury regulations for adop'
tion of new policy for tax treatment of noncash patronage refunds to patrons
on basis of "fair market value" theory,
(8) Deoember 8, 1959

Publication of final amendments to existing regulations adopting "fair market
value" theory as applied to tax treatment to patrons of noncash patronage
refunds.

*
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" CONSTTUnIoNALMr OI LEGISLATION kAxING 'ro
PATRONS INCOME EQUAL TO THE FACE. AMOUNT
OF NONCASH PATRONAGrE REFUNDS DISTRIBUTED,

TO THEM BY COOPERATIVES

Prepared By

Sutherland, Asbill & Brennan
Washibngtqn, D....

For

National Council of Farmer Cooperatives
1616 H St., N.W.
Washington, D.C.

January 25, 1962

Permission to reproduce or distribute this memorandum must be
obtained from the National Couzcil of Farmer Cooperatives
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toreword"

It has been asserted by some, intereste,4 persons,, bothk
in Ahndppit- f'of - i t##i 9uadr ."4 ~i~uu1

Carpotztor aO-gw,9 PZty qrm yifland'
Foilrth ,Cfrcuit Courts, of, Appeals o.Mrh2 I95'and
N~veriber 8,. 951t , re' '" We1yj.4s 4Mt her cases d e-
cided by the Supreme Court, Congress doesn't have the.
power under the' S$teith. Amendment to the' Constitu-
tion to require patrons :to in d ul their incOe amounts
equal to .the face .amounts of non-cash patronage refunds
distributed to', themn ,by, eoopertives,

In view :of tiefae , hat tinsde g, ,ohi as never been
presented to the Sunremed6oiit, is .inVoled in legislative
proposals now undorOongresqional. €onsideration,, we have,
hadMao Asbill, Jr, a, partner in ,the law firm '6f, Suther-
land .Asbill &.Brennan, wrbf& as co-counsel successfully
argued for the parns e t. Circuit courts of Ap-
peals in both 6h "oarpe r amd'oo zctry Farms cases,
make a thorough anajimporo dv and prepare for us
a memorandum on 'the const titional question involved.
Mr. Asbill's analysis and conclusions which follow should
be of value 'in removing doubt, where any has existed, #,q.
to the constitutional ae of-!e.qtkestion aid should- be
helpful to members of COngress in developing legislation
which will be fair. to farmers and their cooperatives.

National Couftil of Farper .ooperaNives.

. 7
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,PATRONS MNC)WE, EQUAL ,TQ0 I#= FACIP -MQIANQ T
Of:NN W4511 f1NAGQi REFUND $,VSTRI1DVY I

6xemptiori from corpo rat ttaxof famro cooperatives whiolt-
had. thoretoforO beeni wholly epernpt. This legi'sla'tion''promi
vided -that". such, -.oopUra e their.gross l~
cothw for. tax purpo y patronage, refun hetherl paid,
In -cash QrJi re ing fund. certificates, reanctlcts
letters, of- ad eo or. some -other, oe t that; disc. sod, -to
'the: patkoti e dollar Vou t: their, ref knle mi"
mailer a da tth 4me e ent, 'beCon er~
parts ha donie lort a Ut by I h'gross

ow''e w reduced was h ceMott t o s *do~u e

hh~h tth pa e a' e94t woi
b~~qi iin~ the ea com 1 agO, laws

Thus, it as., .thou 'that, b 4o oe cI jt rfp r
posqeof 0'' *01gto ,a etre ea lyo

the ooperal m or, at"e level on,,,.A~ in
resulting fro. Ppraioi 0 0 p 0pr)

Howeverseve 0i7tdecisipna egCarp0.e v Cr.
mi8i~~r,21 F~2 CA, 5, 1955) ~ . o trx,

Farmsv.Comrisinr 2497 A.4,15
coz~cluaions oinconsistou-wih ,the, ersna Pk tsa
been -made- in this~ regard, to thez Congresq. . The 0 doi
oio held, that, thej patron, eevng such at dopgmet M~d.
incn, underi the., :,q iug IMrx~,ev~n oe
&xily to -the extent bf ,the fair- m arket *alue of the- doeu,
ment. Thus, '#inel he cooperative'. could* reduce, gross in-

BEST AVAILABLE COPY
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come*, by the face am6tht' of such a, dbenment, there Was
no cui'rbit, tax, on the cobperAtive or the patron, to' the
exteiitthit th fair market valhe of the dodtfii nt i 1wasle
than its face amount.

These cases, as indicated above, were decided under the
Internal' Revenue Code of 1939, which (as is true also of,
the 1954 Code) contained no provision specifically dealing
with the taxation of;patrons of cooperatives. The cases,
were decided on the ground that the generally applicable
provisions of the Code did not impose a tax on. such patrons
except to the extent of the fair market valueof documents
received by theme, The Courts were not presented with
the issue whether, Congress had the power under the' Con-
stitution to tax'patrons on incoirle equal to the face amount
of suchdocuments.

We have now been asked for our opihioft on that issue-
i.e.,' the constitutionality of :legislation, which , wuld abcffn-
plioh the intehit of Congress as expressed int the legislative
histbrybf 'the, 1951 Act. We are referring in this- memoran-
dum to legislation which would provide specifidally tht
patrotwge income resulting from the operations of a coop-
erative in an&y year is, to be included in the income of the
patrons of that fer to the extent of the face 'motn of
documents, issuedto suwh patrowwithin the time required
by law, apprisingr them of their share of such income, without
regard to the terms of su.6h documentsor the oonse4tof the
patron. ;(Such legislation is hbreinafter ,referred to as
"the proposed legislation" or "the proposed tax treatment
of patrons',,) ,,

Wo believe such. legislation would clearly b6 con~titu-
fltial.

.11712
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The power of Congress to tax Swome is served from Art.
I, sec. 8, l. I, of the, C6nstitution, which grants Congress:
the power "to lay iand, collect ,taxes, dutie, imposts, and.
excises. *,." The onlypertinent constittitionallntittio ns 
upon thia general taxing power are set forth in Art.:, sec. 2,,-
cl. 8, and Art. I, sec.:, 9," cl. 4, both of which" provide that
"direct" taxes must be apportioned, among' the several.
states according to poplatiofn. In'Pollock v. Fpmers Loan
& Trust Co., 158 U.S. 601 (1895), the Suprbme: Court held
that a tax upon the income from property was in effect a,
direct tax upon" the. property itself, and' hence beyond ,the.
power of Congress t :impose without -apportionment. The-
solepurpos6 of the Sixteenth Amendment, adopted in 1913,
was to 6verbome the limitations which the- Pollook case had:
placed upon Cotgressional power to tax income, It provides.';
that ' ' .

, ':tiodongress shalwhave ' to lay Alid collect
taxes on ncemnes, from whatever source derived, with-
out apportio*t amdfig the several states, and with-
out regard to any census or enumeraton.-

Thus the Sixteenth Amendment was not'designe4 to0grat
Congress any power wr ih, it-did' not already have. if the
tax was tru)ya taxo'fn"inedMe,' rte hh'aax"prp
erty, the Sixteenth Amendment merely removed any possi-
ble basis for imposing the constitutional requirement of
apportionment, whatever, ,the source from w idh the in-,
come" was derived, See Brushber ,. RGionoP~oifC1. Co.,:',
240 U.S. 1, 16.20 (,1916), . , °-

'141
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IL Congress Has the Power to Select the Level at Which
Current Business Income Will be Taxed.

In any situation involving a group of individuals who join
together in an entity to conduct a common business under-
taking the "income which is earned as a result of the joint
undertaking is subject to tax. Insofar as the Sixteenth
Amendment is concerned, Congress has the power to tax
such "income," as earned, either at the level of the entity
or at the level of the individual participants. The only
constitutional limitation on the power of Congress to select
the level of taxation (i.e., the person or entity on whom the
tax will be imposed) is the Fifth Amendment's prohibition
against the taking of property without due process of law.
This means merely that the relationship between the income
and the person taxed must be sufficiently close to justify, in
fairness, the imposition of the tax on such person.' In the
setting of an individual-entity business relationship, where
the individual is the beneficial owner of any, income pro.
duced, it is entirely clear that both the entity and the indi-
vidual participants are so closely related !to the income
that'ii's requirement is satisfied and that the selection of
the level of taxation is merely a matter of legislative
policy. The history of the taxes which have been imposed
on 'income-" derived within the fiamework of an indi-
vidual-entity relationship makes these points convincingly
clear.

1Compare, for example, Roe per v. Taz Commissiotz,O 2841 U.S.
206 (1931), holding that a husband caninot be taxed on, his wife's
income, with Burnet v. Wells, 289 U.S. 670 -  (1933), sustaining the
taxation to the grantor of a trust of trust income used to pay pre-
miums on insurance on the grantor's life, although others were
named as beneficiaries of the insurance.
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A. Illustrations of the Exeroise of such Power.

1. Partnerships.

In the case of a partnership, for example, CObngress origi
nally levied the tax on income against the partnership itself,
but theft shifted the tax directly to the individual partners,
whether or not the income had been distributed 'to them.
The p6wer of Congress to tax partners directly on their
undistributed shares of partnership income was expressly
upheld in Burnet v. Leininger, 285 U.S. 136 (i932), where
the Supreme Court stated:

"The Congress, having the authority to tax the net in.
come of partnerships, could impose the 'liability upon
the partnership directly as it did under the Revenue
Act of 1917 ... , or upon the 'individuals carrying on
business in partnership,' as in the statutes here in-
volved."" (p. 142)

A later case, Heiner v. Mellon, 304 U.S. 271 (1938) reached
the same result although the partnership was prohibited by'

state law from making any distribution of partnership earn-
ings. during the year in question.2

2. Corporations.

Under the Act of June 30, 1864, the annual undivided
profits of a cororation were taxed directly to its share-
holders. In Collector v. Htbbard, 12 Wall. 1 (1870) the

2 Interestingly enough, the Court there cited with approval Sec-
tion 220 of the Revenue Act of 1918, taxing directly to share-
holders the income of a corporation improperly accumulating earn-
ings., .
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Supreme. oourt upheld the power of Congrw,. to provide
such treatment.

For many years Congress hisaf11owed the general policy,
with-various exceptions, of levying the tax on business in-
come produced by a corporation upon the corporation itself,
and histaxe( the shareholders individually only upon divi-
den4s paid to them..; This treatment has been applied, fand
its constitutionality upheld, even, in -iti ationQ involving,
unincorporated associations which were not treated as cor
portions, Under state law, The power of Congress to tax,
income earned through such associations at the, entity level,,
rather than at the individual level, was upheld in Burk-
Waggoner Oil A*so. v. Hopkiins, 269 U.S. 110 (1925). "

With respect to foreign personal holding edipanies, Con-
gresis a un'ertiken sice thb Revenue Act of 1987 t6 tax
United States sharehbidors directly "6n current earnings,
even though uildistributed, and its power totax such sh~re.
holders in this manner was expressl Iupheld in1 Eder* v.
Comniesioner, 138 F. 2d 27 (CA 2,1943). Although this issue
has never been' presented to the Supreme COurt, in Helver

J4

$Lter, in Pollock v. Farmers Loan'& ruet Co., P58s U8.. 601
(1895), the Court held that a tax "on income from property, was
equivalent to a direct tax on the property and was therefore un-
constitutional unless apportioned among the several states (the Six-
teenth Amendment not yet,. having been adopted). Although the
Court in Eisner v.Macomber, 252 U.S. 189,(1920) indicated that,
even after the adoption of the Sixteenth Amendment the Polloclk
case must be considered as having overruled the Hubbard, case With
respect' to the power of Congress to tax accumulated corporate
earnings direct to stockholders (since such accumulated earnings
constitUte property and not income of the shareholder) there has
never been any indication that, since the adoption of the Amend-
ment, Hubbard is not still sound authority concerning the power,
of Congress to tax current earnings direct to stockholders. See dise4
cuesion of Macomber case, below.
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ingv. Nationl Grooery Co., 304 U.S. 282, 298 (1938), which,
upheld the constitutionality of the undistributed profits tax,
on corporations, the Supreme. Court stated that Congress,.
if it had.chosen ,to do so, could have taxed the shrehol1er
directly on theiyoarl's undistributed profits of the corpora-
tion.

As the, situations referred to above, illustrate, in, every
instance in whiehthe Courts'have been called upon to review+ '

the actioV of Congress in, selecting the level at-which a tax
on current business income will be, imposed, the oonstitu-
tionality-of whatever action Congress has taken has always

been upheld., Moreover, whenever parties join together to
create income, ittis icqnceivable that CoIgres , having com-
plete power to tax the income,iwgu| b h'1ed bythe par,- , ,

titular form of the organization in choosing whether to tax
the income to the entity or to the individual, There is notb-
ing in the Constitution Which could, by ajny, steh,0fte ,,t

imagination,,, be thought'to have that effect..

B. Applioabiity of the Foregoing P rinciple to Proposed

* Against this background *the, pertinent qestihns iiv~lved
in determining the constitutiojility of 'the Pposed tax
treatment of patrons are clear. Poes the statute im"rpose a
tax on "income"? If -so, can this tax constitutionally be,,
imposed at the patron level rather than at the cooperative
level? IWe think the answer to both questions is' -clearly

Yes.•

there is" no question but'that the curre~it net margins
earned through thie operation of a cooperative' 6..i .tut6

'As we sh M-1i 6't"derate, ' Vne, .. Macomber is not aUthority
to the contrary.
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income which is constitutionally subject to tax without ap-
portionment. Nor is there any doubt, under the authorities
referred to above, that the imposition of such a tax on each
patron based on his share of'tottilcurrent net margins would
be a cqnstitutionoily pernissible exercise by Congress, of
its power to select the level at which such income should be
taxed. This would be true even though-as in the case of a
partnership---the patron received no document apprising
him of the amount of 'his share and even though that share
was not distributed to him. Since income can be taxed to the
patron without the issuance of such a document, it is cer-
tainly constitutional, as the proposed legislation wouldcon"
template, to limit the*' aoilbunt so 'taxed 'to 1 that portion' of
the het margin with respectt to which 'the pdttton, is giV#
notice in the form' of 'a dotimentf .5

5 Some, of the witnesses' before the Ways & Means- Committee
have contended that the' C4penter and' Long Poultry - aims "Oases,
although decided under present law, mean'that a statute specifically
taxing the patron on income equal to the face amdtint of a patronage
refund certificate would be unconstitutional. They reason that the
definiion of income in the present Code is intended 't&be as bfoad
as the Sixteenth Amendment permits aid tfit, 6dnsequently, deci-
sions to the effect that under present law a patron realizes no in-
come except to 'the extent of the fair market value of the document
are decisions that the patron could not constituionhlly be taxed
on any greater amount.' Such reasoning is patently fallacious. Al-
though the definition of gross income in the present statute is seem-
ingly all-embracing, it is obviously not intnded to tax every tax-
payer on all income that constitutionally 4ould be' attributed to
him. Thus a cash basis taxpayer is not taxedon accrued, but un.
received,, Income; nor is a corporate stockholder, as a rule, taxed
on undistributed corporate income. This does not mean that 4
statute, specifically taxing certain undistribtted corporate incmo'
to stockholders, such as the foreign personal holding company pro-

1718,
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The actual issuance of a documents unnecessary, as a'
matter of constitutional law, to render valid a statute tax.
ing to the patronhis share of the~net 'margins of a coopera-
tive. The crucial points, in the constitutional sense, are
that indbme has been, earned' through business' activity'of""
the patron 6tnd others associated with hini in the coopera*tive
enterprise, 'aid that such in0me canbe taxed at the lerel"
chosen by CoNrigress.' H4oWever, i twofrid seem desirable as"
an adtninistrafive, matter to, prbide fdr the issudnee' of
such docfmeits, arid,'as the rop'sed legislation would con-
template, to make such issuaice the event which 6ntitle§ the
cooperative to a reduction of its gross income Aio d wYci'
requires the income represented by the d6aiient9 to be'in-

cluded by, the patrons. Under tiiis procedure eac h patin'

vision, is tnicornstitutiotfaL Similarly the Carpenter and Long PouL o
try Farms cases ,have, no bearing, on the, constitution!ity' of. the
proposed tax treatment of p#,ons. Thy merely hold , 4-the
present law contains nothing which authorizes such treatment.

6Those who have expressed doubt as to the constitui4fonalty of
the proposed legislatbtn have not analyzed th6 pibblem cdrre~tly;
they have erroneously looked to the document itself for 'th- con-
stitutionAgijtlttifieatidn 'fri, taxing tfhe patron. The, writer' ', this
memorandum, before he had given any study to the constitutional
issue an4 before, he had placed that issue in focus, also took this,
approach. See Asbill, "Cooperatives: Tax Treatment 'ofParoi -

age Refunds", 42 Va. L., R. 1087,' 1112 (1956), where the question'
was posed: "Does a, wo less piece of paper represent nome'
within the meaning of the Sixteenth Amendment?" If one starts
with the false premise that the document is the constitutional sine
qua non, it is not surprising that one questions whether a patron
can realize any income when the document he receives is without.
fair market value. The doubt disappears, however, when one
realizes that the document is merely evidence of previously earned
income which could be: taxed to, the patron 'regardless of the isou-
ance of any doument. ,, ..

82190 O-e--pt. 5--6
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is informed of the amount which he is required to report as
income." -

Some; have suggested that the, analogies referred to above
in the partnership and corporate, areas do. not support, the
conclusion that the propQqed t.x treatment of patrons would
be cQnstitutional. It has been aimed, for example, that in
the cwe 'of a partnership, a small group of partners is nor-
mally n 'control and can force the distribution of partner-
ship earnings, whereas in the cooperative situation the num-
ber of .patrons is usually large, and the element of control
is lacking. ITherefore, the argument goes, the fact that
Congress can tax partnership income directly to the pai'tncrs
does not mean that it can tax cooperative income directly to
patrons. This observati6n, we submit, will not' stand auatly,-

sIs. 'Malty' partnerships---note, fr examIe, the real estate
syndicatec'urrently in vogue- have a great many partners, -
no onei of whom is i, control, Moreover; in a limited part-
ners]hipthie lifi6ted partners are 'Adt even entitled to e VoicO
in partnership management; and yet tey ar learly tax-
able ofitheir share of artnersbip eai ! gs, whether oi' not
distributed

It has been suggested that the pass-through of corporate

For a similar n~tificafon requltement, .see Subchaptbr M tf the
Int rnal Revenue dode, dealing with regulated investment com-'
pan es, which provides fbi" th taxation at th6 1e0e of lie- idiwiM
stockholders of certain capital gaiui'realized, but not distributed,
by such cbnipAnies. See.' 852(b)O() (Di). nThie treatment 4P'plies
to such amount of capital gain, as thd coniply shall designate in
a written tiofie mntiled to its shareholderi within 30 days afatr
tlie + lose -of its taxable year., Section 852 provides for' payment
of the capital gaitis tax by the corporation and grants a credit to
the shareholder for; the amount paid,. Thigh 'prvisidn is similar
to the provision, in' the Discussioni Draft 'of, the Revenue %Bill' of',
1961 for withholding on patronage refunds.

J ,

,, . .. , + , + , .' ++ + + +;. . . .• +. + .' , + , ,. + , . , , + . ../
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income to shareholders .bf foretgu. peresqna , holdiftg ,om
panies is constitutional only because it isA necessary to ,pre
vent evasion and avoidance.,I Although, thoprvqntion of tax
avoidance, was what motivated Congress to impose a,* on,
shareholders of foreign.. personal holding- companies,: Q
submit that the constitutional powqr to provide suoh treat.,,
ment is no more dependent on such considerations of policy, I
thanis the power to tax partners on undistributed earnings,
of a partnership., 'It has Also been ppixted gut that the fq-,
eign personal holding company situation is one. where,'
small group of shareholders controls the corporation, and
it has been suggested that this'fact has an important bear-
ing on the costitutionality of the' foreign personal holding
company provisiIns of the, statute." It is,, of course, true
that for a corporation to qualify as as foreign, personal hold-
ing, cn Apany more than 509o of ;the stock must, be owned
directly or" indirectly by not more than .5. persons whoare
citizens or residents of the United States. -Howevert it may
well be that no one member of this group can control the
corporation. Moreover, the tax is imposed on shareholders:.
whether or not they are members of this, group, whether,:
or not they have; voting st6ok,, and whether or, not the.cor-
poration was a foreign persona! holding company t the.

time ,they acquired their stock.' Consequently, it can, be,
Imposed on a minority shareholder who has no voice in the
management or control of the corporation, who acquired his
stook befOre,' the crpokation' became a foreign persbual,
holding company (by subsequent changes in the stock own
ership of other stockholders), and who is not everx aware that
the ,dorporation(is a foreign personal holding company.

This, we submit, The above eziramples of the pass-through
bf incomes froni the entity level 'to the individual 1e91 are,
square authority for the constitutionality of the proposed,
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tax treatment-of patrons.6  They support conclusively the
proposition that Congress' power to choose the level of tax.
ation cannot be controlled or limited by the label given by,
state lawto a particular form of business operation. It is
inconceivable that Congress can tax the individual assooi-
ates when the state denominates the entity a partnership,
but cannot do so when the state calls the entity a corpora-
tion or a cooperative. As the Supreme Court, in Burk-Wag-
goner Oil Asso. v. HopkinS, supra, stated with respect to
Uiinorporated associations:

"....Neither the conception of unincorporated associa-
tions prevailing under the local law, nor the relation
under that law of the association to its shareholders,
nor their relation to each other and to outsiders, is of
legal significance as bearing, upon the power of Con-
gress to determine how and at what rate the income of
the joint enterprise shall be taxed. (269 U.S, at 114)

This language is unquestionably applicable to any form of
business organization.

These examnples8 also make it clear that it is unnecessary
as a constitutional matter, to require specific consent-by the
patron'to the proposed tax treatment, just as it is unneces-

They qre also authority, if any be needed, for the proposition
that'dominion and control over property is not essential to the
realization of income. Cases such as James v. U.S., 366 U.S." 213
(1961) (hOlding embezzled funds to be taxable income), which
have been cited to the Ways & Means Committee as authority
against the constitutionality of the proposed legislation, merely ay
that dominion and control may give rise to realization of income;
they by no means hold, or say, that income cannot' be realized
without such dominion and control.

1722°
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sary to require such consent in the partnership and foreign
personal holding company areas.

III. Eisner v. Macomber Is Not Authority to the Contrary.

The only case which has been viewed as 'casting anydoibt
upon the power of Congress, in a business situation like that
here involved, to irhpose the tax on current income st which-
ever level it considers most appropriate ig Eisnr v. Macow-
ber, 252 U.S. 189 (1920). This case, perhaps more than any
other in the tax field, has been offered over and over again,
without analysis, in support of propositions up6n which it
does not even bear. Upon analysis, it is clear that the case
does not touch ripon 'the question here involved.

The issue there before the Court was whether a stock divi-
dend which made no change in the stockholders' interests
in the corpoiaion constituted income within the meaning
of the Sixteenth Amendmeit. The Court held that itdid niot.

9It has been pointed out by others that several Coddeprovisions
taxing Undistibuted corporate profits to shareholders require the
individual consent of the shareholders. Seoejfor example, Section
565 (Consent Dividends) and Subchapter S. The existence, in these
provisions, of the requirement of individual consent does not, of
course, mean Ihat such a requirement is demanded by the Consti-
tution; it simply means that Congress, as a matter of legislative
polioy,'has deemed it advisable in those situat16ns to tax undistrib-
uted corporate earnings to shareholders only whenf such shareholders
have consented to such treatment. These examples involve situa-
tions where the number of shareholders is usually relatively small
and where their consent can be Obtained by the corporation without
great administrative, difficulty.' 'Entirely different questions of
policy are involved in determining the desirability of imposing the
individual consent requirement in the cooperative area, where the
number of patrons is often extremely large and where the, adminis-
trative problems in obtaining consent may be very costly and di8.
ruptive of the cooperative's operation and financial structure.
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Thatholding-that the splitting of two 'certificates of stock
into three does not generate ihome-does not even'remotely
touch the question here involved, namely, whether income
flowing cuOrentlyfto a cooperative can be taxed directly to
the patrons whose patronage resulted in the realization of
the income,

It is true that in the Moomber opinion, the "rt -
cussed the question whether the earnings of a corporation
could be taxed directly to its Stockholders. Aside from the
fact that the statute there involved did nft present such a
question, since it purported to tax only the stock dividends
themselves, 0 a careful consideration of the language 6f the
Court and of Justice Bjrandeis' Adssont clearly rveals that
the Court was referring only to the taxation of acdumudate4,
corporate earnings, and that it was not considering--nor
was it expressing any opinion on-the quest whether a
stockholder may be taxes on 'income of the corporation as
it is currently earnRed.

The Government had argued in the alternative that the
constitutionality of the statute imposing a tax.on stock divi-
dends could be sustained on the theory that corporate earn-
ings could be taxed'diectly to :stoclottlders i t':r pective of
the power of Colagress to ttxi a stock k dividend as such. That'
this argument was directedAowaid 4jb taxation of the earli-
est earnings aqcumulate.$ afterMarc h. 1, 1913, not crrent
earnings- is clear from the, reord, of, the csen an4 from
the following statement by the Court '

I"Upon thesecond argument, the zoy'ernmezt, reco -
inizing the force of the decision' in, ToWne v, Eisnr, 25

10 The Court, stated, at pp. 199200 thathe statA'te ' (totwith-.
standifig 'a contention of the 0verni1ent t~i1t will b , ndtieed)
plainly, evinces: the purpob of, !Congress td ttx dtoek dividendsas,
income' '

The stock dividend was declared on January 1,191 , in the
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U.S..418, and .virtually, aband9ning~the contqntiflV'that
a; stock dividend increases the interest of the stock-
holder or otherwise eliriches him, insisted as an altekna-
tive that, by the true, construction of , ,e Act of 1916,
the tax, is imposed -not upbn the' stock dividend: but
rather upon the stockholder's share-of the individed
profits previously accumulated, by the corporation , the
tax being levied as a, matter' of convenience atith time
such profits become manifest through the stock divi-
'dend. If so , construed, would the act be- cnstitu-
tional? 'I (p. 217)' (Emphasis supplied )

The majority expressed the view that a statute Which pur-
ported to 'tax the ccumtiksted earning gs oa copoiati6n 'di-
rectly to its shareholders Would not ibe ifon fiitio-nal, for
the teaos'0' at ,... whit is called "the tockiiolder"s shai'e
in the accumuto4 profits of the company is capital, nOt
income. f." (p. 210)g (mhasis supplied.) The opinion con-
cluded with the following paragraph: . ,

amount, of approximately $25 'Mil1in. Of this amount,, $20, Mil-lion was a capft alizAii\ of p ,Marlh 1, 19,1 0rings, which the
statute did not purport to reaeh. - 'he reminihg $& Mili6'dfi as a
capitalization ,of the earliest, post.i913, earnings (total post-1913
earnings bein%.about $25, Million). It was MrqMaepm1her's shae
of tihs: $5 Mi lion of aCcumu4Ited earnings which the Governmentsought" to tax. This" is cear -4rui the fdIlwhg statement in theSouth inienWk.' " th i' ' ea" ... i.. r ' ile 0-16"M " ' " '1 ie

Governmet'ns briefdh reargnielt:
e' If e had lVied ain a ial tax o t 'e 660 01's

share of corporate profits accruing during each 'ear, then, ofcOUrs, ii no0n6 i 0uld say tlilt: any 'part 'eof '1.h6 ji,*ffits aocriitig

during a ApArtilular yeai could be carried, fbrwad aid treatd
,s Jncome of a, succeeding year, But that is not this ase.
The resiuJs that instead of an annua ,t o ,accruing rolies,
behave a~ le tam on,a.q Wlatew profts Iewe when they
are sb u ,T; PP. ()
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"Phus, from every point of view, we ar' brought
irresistibly to the conclusion that neither undei the

.16th Amendment nor otherwise has Congress power to
tax without appfrtiontment a true stock dividend made
lawfully and in. good' faith, or the accumulated profits
behind it, as income of the stockholder. The Revenue
ActI of 1916, -in-so far-as it imposes a tax upon the stock-
holder because of such dividend, contravenes the provi-
sions of article, § 2, -cl. 3, and article 1, § 9, el. 4, of the
Constitution, and to this+ extent is invalid notwithstand-
ing the 16th Amendment," (Emphasis supplied.) (p.
219)

Nowhere in the course of its opinion did the Court consider
-or have occasion to consider-the constitutionality of a
statute w]ich taxed the current earnings of a corporation

directly'to its stockholders.
When one considers the dissenting opinion of Mr. Justice

Braideis, it is entirely clear'that he also recognized that
the Government's alternative ar'gument 'was based upon the
theory that Congress had the power to tax io shareholders
accumulated earnings, rather than current earnings, of
their corporation, 'He stated (p.' 232):

,. serious question of the taxability of stock divi-
dends would probably neveiihbave been made if Con-

tgress 'ad undertaken'to tax only those dividends which
represented profits earned during the year in which the
dividend was paid, or in the year preceding."

Thus, sine'e+t te qitestlon presented by the alternative argu-
ment in Eis+erv.Y Macomber was not the power,.of Congre~s
to tax curreht corporate earnings 'directly to shareholders
but its power to tax, aeo.:uldted ea~rihtigS When represented
by the decifratkih bf a st6ck dividend, it #'wifhld indeed be
erroneous to accept" the case' as any auth6iit ' witever on
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the question ofthe constitutiona.power, of Congress to tax
directly to shareholders the earnings of a corporation "(or
to patrons ihe earnings of a cooperative) as they "arise.

In view of the above, it seems-ifinecessaryto iscus4 at
any length the subsequent history of Pisner v. Macon6er.
Suffice it to S Y that, even with respect to the matters to

which the Court was actually addressing itself--such as the.
taxability of stock dividends, and the definition of income-
the decision has been limited by subsequent cases, to such an
extent that it now must be considered as encompassing very
little, if any, more than its' own precise factual situation.1

Thus, a stock dividend is taxable if there has been a segre-
gation ,of assets at the corporate level (U.S. v. Phlis, 257
U.S. 156 (1921) and Rockefeller v. U.S., 257 U.S. 176
(1921)), or if there has been any change in the stockholders'
proportional interests in the corporation (Marr v. U.S.,
268 U.S. 536 (1925) and Koshland v. Helvering, 297 U.S.
441 (1935)), even though nothing has been "severed from
capital" and distributed to the stockholder for his own
"separate use and benefit." See Ilelvering v. Brwun, 309
U.s. 461 (1940)

12 Indeed,, if the continued validity of the Macombcr decision on
the exact issue there involved were squarely presented to the Court

today, we believe-:he ease would be oerr'uled. In JieveOing v.
Griffths, 318 U.S. 371 (1943) the Government urged that Eisner
v. Macomber be overruled, but a majority of the Court refused' to
reach the Constitutional issue becauseit concluded that the statute
there involved was not in'nded by ,Congress to enqoopass the type
of stock k di~dend i'it1vd in' the Macbmber case. Three JUstices
dissented ' n the grIuN d that the Maeoniber 6a shbld be 0vci
ruled.

Erwin Griswold), Dean of HarvardLaw School, in "Cases on Fed-
eral Taxaton" (th ed, '1'960) stated: "The [maj6rtyj ophiibn
[in Griftithi left ltlb roamto ' tl thath i stit teoexplieitly taxiig
all stock'dividends would be upheld." (p. 710).

1,727,
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IV.t; acfrs. Poular to CflnpnA'tivAes

it is clear' f16om the.,frgin ht .iioW~tandifig

Eisner v. Macom er. kioiigress has, hepow. t a h
shAiebolders',of a reguI~rk busin,-,-ss corporation on the th
distributed curre earnigs of the cor'p otih., It is
equ~ly '6Mar, if, not dlkArer, b cause' of the6 closer bus'iess
reladioruship..f patr6n aaa4 e6 per 'tv ; "that Colig ressa c ah
tax t&$ atd1i 6tih1i ghai~d -f d eitent fiknarg ins derivd
from pAtion'age,

Ini the, 6erative s itutatioii the patron is n 6t merely'a
passive in vestor-he plays it fading role i the'tranishtioti-4
prodficling tr' inAm;h f~ihsth rd ts rp-
chases the supplies or s*&vikes-fromi which' the inco-ffib is
derived. The -Patron must' take aflfriatlve action: (i.e., he
musjtA'busine6ss 'with the cooperative) iii orderfto cr6At'6-
any patronage-Ifidoine wbitdh is' taxable to him. Un'd6rthdee
circumstances his-relation 'to net m~fgins received at the,
coop'erAtive level 6 is closer than that 6f, h, 9tockhold~r't6 edr-
prate 6A nings. ' Ift dd this' relatihhi'p isa closer, 'eo,-
noically,, than that 'of nriahy partnrs-arid c~'taily All
limited partners-to the earnings of their partziership.,
Since partnership income can be taxed directly to thoe part-
ners, th"6r is'no' logical, 'or legal basis, whhtever Tfoi cbrich1-,
in g that patizage 'ico~e canf be'l taxed Airectl y to
p~atrons.

Por the 'reasons 'set forth, abbv,)6Wgsl tiIn-reqiring,
patrbils, hoh~W i indfitbe-fac Ad6' onit- d 6ouiet

evidencing Piir: share of 6iurrent, p4tyouitge ,income of the
cooperative enterprise would clearly, be constitutfial.

sbtaut6 AsBiIL & z~~~It,&
~By MC s~m.,3i
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The CHAImmAN. Thank you very much, Mro Brinkley..
Senator Anderson~.
Senator Aimmso. I wanted to ask one question I can.'find it.,

You, wnt, these amounts, to be, taxed when .they are paid to 1the
patrons, not when fhey are earned by the cooperativel

Senator AmDEmoN. But you do not want the patron to pay Unless
he receives it mn cash.,

Mr. Bmnv=Yx. Well, no, not, at all, no, sir. We are merely sug,
sting, thPA the amount of cash be paid out to, the patron in lie of

the withholAing tax. If that were done, then it would---,,,, ,
Senator ANDeRSoN. But bhe Treasu, would have to. determine the

face value of each such, patronage dividend, would It not?
Mr. Biu- A. aoh Patronage-.

Senator ANDsONY OU say-- l

With deelsons by circuit Oourt of appeals holdiigb Inh e ffet, that the- non*
cash patronage refunds of: the farmer cooperativesthere involved were taxable
to tb, patrons not at their face amountt, but qnly at; their fair market value.

.Wasthatwhiatyou desiretohavecontiniuetd ,
Mr. Bmxxrzy. This is precisely what w6 do hot want,; Senatdr.

We want the patron's refunds ta'xed at ue. amount cUr htly in
the year of receipt. Each: memb r or patron is given by his eoopem-
tive--has to be. given-;-an allocation, stating speoflcrlly thel anouit
of this refund

Senator ANDESON. Are you worried about this decision' then that
the noneash patronage refunds could not constitutio0ally be :taxed,
of the patrons?

Mr. BRz'KLEY. Not' at all. ,,We have Mt.; Asbill,, who is our tax
counsel, who has delved into this at great length, and I think he
would say he is completely convinced that, -the method of taxation
we have' sugestd here 'is entirely. Coititutii'66 0 tnd would being
accord with tho intent of the at of C(Yngre, in,1951 ',

Senator'AwbMSo. He hahidled those tw 6 cases iii: whih ' it 'aSdetermined that it was not proper to ohrge 'a nohcashdivdeld,
Mr. BxNrmi1r. Yes, he did. If: yoU Would like to ask" Mr. Asbill

directly,,he is here in fihe room.
Senator A*nwzso;. These two casea held thatyou could not phrge

the noncash portion of the refund conatitutionally-to the farmer,
how does hi ango it?

Mr. H MANSOO. I I amnot' fr. Aftil; I am 'Mr.4i, arm&nson.
Mr. Asbt.,' Sentor, the difference is that the, L oni PouP t

Famm and Opoteer "Cases were decided, tnder, existing law, that
is; the law s it ii6W Standst which 'do riot h.ve a spe 1b' roVision
stating how the patrons will be taxO& On these h6it 'pat6ronae

I hae( boncludd tit 'if the Congress shoul, prMde that he
patrons will be txed on the fa ce mount o these' iefunds-Lbefore
this there has bee6 -ho such pr6iWn--that law O ild We 0intitu-

hed fiit is, that there was no such }&w when these wo cases wer,tl eid c , ' ' A i t -
Senator ANDRoS. There was notany w that said it Oh6uld be

only the cash portion, either' was there?
Mro AOBU.C NO.
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Senator ANDERSON. So you were able to Lpset the first one. If you
came up with the second one, how long would it Iake you to, get into
court on that one I

Mr. ASBILL. Of: course I could not guarantee there would be no
litigation on this point. Ido not think anybody could,' I think there
are a lot of features about this law with respect to which you can ex-
pect litigation.

All I can say is, I think it is clear, as in the case of a parthership,
for exafhple, that this would be constitutional.. Mr. BRlNKLEY. There never has been any question 'about the cash
payment being constitutional on taxes at all.

Senator ANDEsoN. That is not what we are talking about. You
are not going to give a cash pkyment but give a portion in cash and
retain the rest of it, and there will be some constitutional question on
it, won't there? If you could find a peg to hang your hat on before,
you can find another one, could you not ?

Mr,* AsBTLL. I must repeat, Senator, the peg before was not a con-
stitutional peg. The Ua' pentor and Long Poutdty cases were not pre-
sented to the court on a constitutional issue. We simply argued, and
I think rightly, that the law did not impose the tax.

Senator ANmsoN. I only read what you say -here, that, "Congress
does not have the power under the 16th amendment to the Constitu-
tion to require patrons to include in their income," and so forth,

Mr. AsBiuJ. Mr. Brinkley has said that that has been contended by
some people.'

Senator ANDmN. Contended by some people.
Mr. Asmm. But that'it is erroneous.
Senator ANDEPS0N. What is your contention?,
Mr. AsLL. If Congress were to impose a tax gn the face amount

of the document that the patron received, that would be perfectly
constitutional. In other words, you have the power to do what Mr.
Brinkley recommends.

Senator ANDFRSON. We have that much legislative -history now to
help use when we get to the floor.

Now, under 'the council policy, you say-,
We are opposed to the provisions of the House bill which make this, result

dependent on the issuanceof qualified allocations as defined in the bill.
Then you say-
We are opposed to any Withholding on patronage, refunds, cash or honcash.
Is that solely because of the fact that so many farmers :do not have
K.r., KIEY Partly, Senator. We feelIt would' be a very ex-

tensive windfall to the Treaslr
Senator ANDERsON. Windfall +o the Treasury? I
Mr, BRNK EjY. Windfall to the Treasury; maybe I should 06V iave

saidihit. [Laughter.]
Senathr ANDmiSO. This is a'new tVe of win fall. in
Mr.I3NKLEY. Well, actually, i think the figures that I reading

the body of the brief woiild indicate that, based on the Interial Rev-
enue Seivice statistics only -8'.2 percent of the farmers, in 1959-60
had net farm income of over $3,000.

1730



RVDNE ,AC-T o-F 19 q2

Obviously, many of these would be in a nontaxable positions so that
there would be a tremendousi wsted effort in recovering, farmers re-
covering, this.

Senator ANDERSON. Is that total income of these farmers or incmme
of farmers through farming?

Mr. BRINKLEY. Income of farmers by farming.
Senator ANDERSON. You and I recognize, Mr. Brinkley, that a gret

many farmers have income other than income from farming.
Mr. BRINKLEY. I only wish they had more.
Senator ANDERSON. Well, a great many of them have.
Mr. BRINKLEY. Undoubtedly. ,
Senator ANDERSON. Therefore, these figures do not mean too much,

do they?
Mr. BiNKLEY. They mean a great deal, so far as their relationships

with the cooperative are concerned in their farming operations; yes.
Senator ANDERSON. But if a man does not have the full amount of

dollars from farming, but he has off-farm employment and Supple-
ments his income, why shouldn't it be withheld? They withhold from
your salary,

Mr. BRiNKLEY. 1am drawing a distinction between withholding and
paying the tax; certainly he should pay a tax.

Senator ANDERSON. NO. You are saying-
We are opposed to any withholding on patronage refunds, cash or nontash.
Mr. BiNKiEY. That is right. What we are proposing is that they

be paid an equivalent amount in,'ash, niot less than what'they would
be subject to in withholding rather tlinthe- withhblding tax-

Senator, ANDERSON. How does a, cobperatiVe know hitherr ' this
farmer has nonfatin, itie6m6?

Mr. BRINKLEY. it does not need to. The op erativee is .only con-
cerned with the aniount of income which it has made for this farmer,
and that is paid to him.

Senator ANDERSON. I am Sure I do hot follow you. Yoti aire .OP-
in*'any withhdld1h/ I

Mr. BRINXiy. o. I am opposing-we hae no positikh oh the
general policy of withholding.

Senator ANDERSON. I read:
We are opposed to ahY wltvoAiIding on patronage refunds, cash or noncash.
You are opposed to any withholding of patronage refunds-
Mr. BRINKLEY. Yes, sir,
Senator ANDERsoN. Do you have anyw., - of knowing how many

bf thesefarmers have outside income, outs e ;of liatronage?
Mr. B1NiLEY. I donotsee why we sliould Senator
Senator ANDRSON,, They withhold from Members of the U.S,

Senate.Mr. oBRINKLEY. ;Theytwithhold from me. -

.$ natr ANDERSON. Whydon't we bbth join together and make them
withhold from these people who have the hie-eissary income? -

Mr. BryK[NXLky. I say jin ny stteminti:,
We take no 1osltt as towhether wtIthfoidglf s illd be,applied to eopoi4te

dividends and certain types of interest as pidposed in the House bill. -

I would sa.y if a farmer hawiethee t fa4i|iMIg li co~ier ot her iiicome from his cooperative, if the general withhoifng taxes are passed,
that it should apply to him if he is on a salary.
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Senator AmNs0N. Therefore, the cooperative, would hivo to: ind
out whether the fgrmetr hid bff.farm income. .

Mr. BmULLICY. It should not. It does not need to. The coopera-
tive, as e uti&rdtStand it as we understand the proposal, would, simply
make a payment to the U.S. Treasury of 20 percent f the total amount
the cooperamtive owed toj 41 the members and patrons of Ithe
cooperaUve. .

Senator ANoxnodai. And those who did not have $8,000 would have
to apply for a refund. " ' _

Mr. Bttxxtxr They would have to apply for a refund.
Senator AxDzRsox. You think that is less work I
Mr. Bmxixuy. They would be gettihg the"patroliage refund' that

the cooperative owed them through the route of the U.S. Treasury.
This isa rather long routs too,; .

Senator Axozssolf. You think it is desirable to increase the book.
keeping ndto mail out all these checks I
.Mr. mm ..Well, they are doing it now, for the most part.

They are making bh ihrefniS in addflon 6 th6 tioncash plitroiifge
refund. This inothingnew.

Senat6i AwmwsoN. The Federal Government is making these
refund?

Mr. BrINKmzy. Who ?
Senator AxDznsoN, You said the Federd Government is making the

refIndo.Mr, laswrzy, 'o., The oop e e .ive.
Senator ANDIRSON. Wouldn't they hWve to be making the refundS?Mr. Bfnt'n,. Thgt was merely a figure of speech, because instead

of getting his patronage refund direct, from the cooperative-,
Sengtor ADEq .%hid do you mqan, a figure of speech I'
Mr. ljtzxw, hat 'the same amount wot1ld,4have to come from

him and What he claimed as an overpayment of the withhilng tax
made byhis, cooperative to the overnmit.

Senator. ANDrROSO ." And he has to aply for al'rfn4 for overpay-
ment of, i.come. If yoq have had some exp ence with that, yu: re-

Mr. Bnnmjxzr. Not very..
Senator A RvnsoN. You regard it as a sunpis Prom'ss at all
Mr. Bh.4WrA. No, sit' ... r satl
Senator Am)msoxN, So'theteforoeytt Are going to take .82 perdnt of

all famiers and give them 'verA difticult-ad cmplifte, processin
order for them'to get the moneyback ?

Mr. BidsmzY. I do not'propose that; 4 t is in, the House bill,':'
Senator ANDmtoN. Wel, you say that if there is goifig to be ikny

withholding, youdofn6t want any withholdhingn patronage divideftls.
Mr. JBlftrir That i8 right.
Senator ANDErSON. You say then, your own fgu res show, 82 pefcent

of themiryou say, do not, have this, amount-of income reqtfigi thdmto pa~y an income tax. Alithe people'who have tionempi~yment'Wodd

be able' to get a refund, wouldii't they, if they6gt a Afew. tho usnd
dollars and above, and all, the single people,;w ul get that, and boys
past 21-on the farm wiomigiili, ave income .You think itis bette#,
nott hve withhodih



REVSNU ACT OF 1 2 1733
Mr. BRiNKLCY. Our only positioi j Senator,, with 'r swp,. to' with-

holding is the problem that iscreated by with olditng apphedto 'The
noncash pat ronage fund of the member and patrons.; We have no
position with respect to the rest of them. . .

We. point out. tie complications inthe problems tht would be in-
volved, and in an attempt to be helpful we(havesuggestedan, alterna-!
tive approach that we think would-be moredirect odofmor benefit
to the individual farmer by, giving hift, the equvaJent in -,cash, and
letting him pay his own income tax, if he owed Any,, .

Senator ANDERSON. I had to try to obtain ft.refund one tixue, and I
hope I never have to try another one.

Mr. BRINKLEY. They are a nuisance, -i
Senator ANDsoN F It is diflcult.;'
Does your attorney, or did you before you wore !retkjned by the

National Council of'F'armer Cooperativesi take the position that these
patronage dividends, when, issued on paper, were not income under
the 16th amendment I ..

Mr. ASBmLL. Senator, imay,sy initially i am notwith the Nationa!,
Council of Farmer Cooperatives. I am an attorney in private practice
here, in -Waahington.,

Mr. BiRINRLHY,. He isourtax counsel on thisparticulfkr-., ,
Senator ANDERSON, What is the diference between being retainedregularly andslv ifallyf "I ,,: ,i : ".
Ur. AsoL. Perhaps none.. I simply wanted the record to showthat.
Senator ANDERSON., AU! right , . . .
Mr. As ,.L. In n artkle written, I think, in 19 6 which is referred

to on page 9 of this memorandum which I preparea for the Mtinal
Council, I posed thequestion:
Does a worthless piece of paper represent 'income' within, the meaning of the.
10th amendment? ,

Senator A'nw nsolv, Now, Mr. Brinkley, haing been with the! co-,
operatives, with a cooperative, a long, long time, 6ven" before they
had different Setretary of Agriculttre, than they have how, do yon
think these pieces of paperare w0thfess IMr. Bnu41na y.I certily dd not, and the record will bear that iit,
as youwell know, sir.,

Senator ANDERSON. I only say, Mr iBrifikley,:itht mostp6ople think
withholdingisa fine thi'g applied t somebody else. I hMve Ktoth adalette4 yet that says ". tink it would be oe tbapply it tome;':
Solifyou, infpiinciple; believe inwithholding, you cannot just ke one'
orgahizati-on ottbecause it Will'have some difcult .',

Mr. BkiNKLE'. .I have some rather'pr6iounced views oi the entire
subjed- but ' would rather: &nflne myselftto, this particular,#loblei..

Senator AxN DE0W." I thiiktI had better no get tt the queotionin
'iew of the time. I would liketo have you submit your ViewAto ,ie.

Let me ask: abut this rhessageof the Presideit that' yof "quotWd i'.
I ree umeii~t '  that'the'la* ibe ela'ifie--: , *, !,i" : - .. , ; ?

said the President- 4..

qO that all earnings are -taxable to either th6 eooperativel oi: tO their patroins,4meino the patron. on the earnings that are allocated 4o him a patrex6g
~es7 J
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Do you agreewith that statement of the President,
Mr. BRINKLEY. Empihatically; yes, sir. J.
Senator ANDESmo. You support, it?
Mr. BmNKLEY. Yes, sir.
Senator ANERSON, Sothere must be taxation of the income either

to the cooperativeor to the patron. .
Mr.1BRiNxiLEY4 Yes, air.
Senator AituR8Om. That has ;no relationship to whether it is paid

in each or not in cash,
Mr BRINEmY,, Not at all. o'
Senator Amzn~soN. That is all.
The CHAIRMAN. Senator Curtis.
Senator Cums. Mr. Chairman, has Mi. Asbill's brief been received

for inclusion in-the record? .
Mr. BMNKLEY. I have asked that it be included in the record.
The CHAIRMAN., The insertion has been made. .....
Senator Cui s. Now, Mr. Brinkley, how big a business are we talk-1

ing about in farmer:cooperatives? You represent substantially 'the
greater portion of them? '

Mr. BRINKLEY. As I stated in my opening sentence, the Coumcil is
a nationwide organization composed of farmer-owned and farmer-
controlled cooperative marketing and purchasing associaions, The
council's direct members and their affiliated local and National, State,
local and county associations, number approximately 5,700 lopera-
tives and serve-

Senator Cmt s. Is there a figure anywhere today as to how much
was paid or allocated in patronage dividends by all farm cooperatives
in a given year?
Mr. BRINKLEY. We had asked the Farmer ( ooperative Service

Senator, to make an intensive nationwide study of that situation, to-
gether with other financial information that we thought desirable, and
they did make an estimate a very comprehensivee estimate of the
patronage refunds paid to members and patrons.,

Senator Cuinrs. How much was it I ,What year did it pertain tot
Mr. BRINKLEY. Do you recall, Mr. Earmanson ?
Mr. !HAR MNSON. 1954 fiscal years of cooperatives. The study com-

pleted in 1957,'showed there was a total, after allowing -
Senator Cums. This was for the year 1954?
Mr. HARMAXs0N. The year 195,; the study covered i964 fiscal years,

The study reflected $275 million were the-total net margins after al
lowing for duplications in intercooperativedistributions,-$275 million.%
Of that,30.9 percent-

Senator Cvtrs. $275 million?
Mr, .HAR ANSOx., $26 million; and of that total, according to th,'

study bY the Farmer Cooperatives Service, 30.9 percent was dis-

Senator CUmRTs. But there was distributed. $275 million? I
Mr. HARMANSON. Well, allocated or paid ifn cash. That was the

amount of the total net margins.
Senator Cttmrs. That's what I wanted to-know
Now, a sizable portion, of the farm cooperatives arer. nonexempt

arenktthey- .'
Mr. BmxsL-r. Quia number are nonexempt ye i'.

/

I..-"~
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Senator CurrIs. Now, their net income after payment of the patron.
age dividends is subject to tax now?

Mr. BRmNmrY. Yes, it is.
Senator-Cums. The exempt cooperative, what net income canthey

iave that is not paid in patronage dividends, that is exempt from
taxation? I

Mr. BRINXLzy. They cannot have a nickel's worth,, Senator, that is
exempt from taxation.

Senator Cumrs. How about the status of income not related to the
patron; I am referring to the storage of grain that belongs to the U.S.
Government. Is the income from that operation taxable to all farmer
cooperatives?

Mr. BPINKLEY. I would like for Mr. Harmanson to tell you..
Mr. HARMANSON. The 1951 amendments recommended y this com-

mittee, adopted by the Congress, dealt specifically with nonpatronage
income, income arising from sources other than patronage of patrons
or members. The 1951 act provided that that nonpatronage income of
the exempt cooperatives would be deductible by the exempt.coopera-
tive if allocated to the patron in the form of certificate or some other
form that informed the recipient of the stated dollar amount.

Senator CuRris. That answers the question that I have asked.
Now, the nonexempt farm cooperative has to pay the corporate rate
on incoine derived from the storage of grain from the Government,
is that correct ?

Mr. HARIMANSON. The nonpatronage income, yes.
Senator Curris. Whether they pay a patronage dividend on it or

not; is that correct?
Mr. HARMANSON. Well, it is not patronage, income. It is not

patronage, and so they pay a tax on it just like any other corporation.
Senator CuitTis. They are taxed on it.
Does the tax exempt cooperative pay a tax onit?
Mr. HAIIMAN8ON. Not if they allocate it to the patron in a majier

provided in the statute,,
Senator CuR'rs. That is what I am trying to get at.
The one that does not quilify, as a nonqualifier, pays a fax on iii-

come from the U.S. Government for the storagetof, grain regardless of
what theydo with it.

Mr. HARMANSON. The nonexempt cooperative; yes, sir.
Senator Cuimrs. The exempt c6operative--are you saying that the

cooperative does not pay a tax on such income ifthey distribute it?
Mr. HARMANSON. TIht is correct.
Senator Ctrnzs. Or allocate it I
Mr. f-APMANSON. That is correct, and that is what the 1951 amend-

mentq, vie .,C tNw i~h
Senator CIrs. Correct. Now, isothere any other practical dif-

ference in tax liability between an exempt and a nonexempt farm
.HARMANSOW.Yes; there is one very important one. The ex

enpt cooperative, the ie that qualifies utider section 521 does not
nave to pay a tax on its dividends on capital stock. That is the one
difference that iW retained from old section 101 The nonexempt! co-
0perative, the taxable cooperative, like any other cqoration, las to
go ahead and include these dividends in-its ineofiie ad ithas t epay

I 8219-62-Pt, 3-O-
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a coil)orate tax on them, and then the-recipient, when he gets-his
dividend, just like as from any other corporation; has to pay a tax;
exempt cooperatives do not pay a tax on dividends bn capital stock.

Senator CURTIS. That is according to the rules. But aren't the
capital stocks held down to a nominal amount f

Mr. HARMANSON. Yes.
Senator CuRTis. And a cooperative can pay a patronage dividbnd

without paying a stock dividend.
. Mr. HARMANsON. Yes; and cooperatives are nonstock cooperatives-,
thero are a considerable number, 4 1

SeiiatOl' CURTIS. If that distinction'exists it does'not make any dif-
ference in actual tax paid.

Mr. HARIAL NSON. No; becaiuMe by practically every State laW, under
which cooperhtives are organized, as well fis Federal law, there is a
limitations particularly with-respect to exempt cooperatives, and the
rate cannot, exceed 8 percent or the legal rate in the State. It is
definitely i limited.,

Senator CURTIS. Stripped of technich differences, is it fair to say:
that the principal diference in the ,tax treatment between, a tax-
exempt cooperative, farm cooperative,, and a nontax farm cooperative
is that one pays a tax on nonpatronage income such as grain storage
payments from the Government, and the other one, does not?

Mr. HAR[ANSON. I think that is a correct statenient. That is one
of the principal-the principal difference.

Senator CURTIs. And this $275 million of patronage refunds or
payments or allocations of 1954, would you have any rule of thumb
that you could get as to what that might be at the present time?
Would it-be up a little bit?

Mr. HA MANSON. I could not make any informed guess.
Senator CuRis. It might be about the same?
Mr. HAMANSON. It mightbe.
This may be of interest aid pertinent to that point, Senato-. The

latest figures, which have not been published, but we understand, about ,

70 percent of the farmer cooperatives of the country today hold letters
of exemption, are in the so-called exempt class.

SAm19tor CURTIS. -Say that again.
Mr. HARMANSON. About 70 percent of the 9,900-some farmer co-

operatives in the country are exempt, in the exempt category.
Senator CuRTIs. Is that right? I do not think it runs that high in

my State.
Can a cooperative at wholesale or regional' level have the same op.

portfinity to qualify as an exempt co6pei'atiye as the local one:that
deals with the ifidividual farmers?

Mr. HARMANSON. Yes. I 'think that the Federated Cooperatives
whose membership directly is made up of locals .which, in turn, a!
made up'of farmers, are considered 6n the same basis for letters
exemptin by the Internal Revenue Service. They must b qtahfie_
farmer'cooperatives Which moke up themrnemberihip of the Federated

Senator CtuRTJs. Is thir the grup rentifig flierffost storage space t0
the Govermmetit? t g e th. o

Mr. HARATANSo9. I am not in positionn fr6m my Persona!l kiowledg
of say tht they area

Senator CI Tims. Thatois alL,
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Senator DOUOLAS. 1Mr, Ohatrman?
The CHAIRMAN. Senator Douglas?
Senator DOVOIAS.' It may be that the record will show that it is

possibly a verbal slip on the part of the witness, and in order that the
record may be accurate, I would like to pose this question: I under-
stood you to say that 70 percent of some 900 farm cooperatives,,were
tax exempt. But your statement ididcates there are 9,700.

Mr. HARMANSON. About 9,700 in 1954, excluding bargaining co-
operatives.

Senator DouorAs. I am very glad to have the record corrected.
M[r. HARMANSON; Thahik you very much Senator.
The CHAIRMA1i, Thamik you very much, Mfr. Brinkley.
Mr. BRINKLEY. Thank you, sir.
The CHAIRMAN, The committee will recess until 2:30.
(Whereupon,, at 12:15 p.m., the committee was recessed, to reconvene

at 2:30 p.m., the sameday.)

The (kIAMAN. The committee will come to order.
The first witness is Mr. Charles B, Shuman, tle president of the

American Farm Bureau Federation.
We certainly welcome you, sir.

STATE ENT OF 0ARLES B. SHUMAN, PRESIDENT 0F THE
AMERICAN FARKM BUREAU FEDERATION

Mr. SHUMAN. Mr. Chairman and members of fhe committee, I live
with me Mr. Hamilton, director of research, and Mr. J. B. Thayn,
assistant legislative director.

My name is Charles B. Shuman of the American Farm Bureau
Federati6on, and I am from Sullivan Ill.

The American Farm Bureau Federation is general farmtorgani-
zation representing more than 1,600,000: memier far.iliea. A Yiief
statement 'oil the niatftre and purposes of-out ogiizatibn will be
found on the cover page of this statement. Also on the cover is a
map, whidh indictates the lociatioji -of nearly 2j7O0 organized county
farm bureaus now operating in 49 States and Puerto Rico. Each dot
represents one co'ity unit.,

rWe appreciate' the opportfinty to discuss H.R. 1($650, the propps~d
Revenu, Act of 1962. OUr coftimelts will be conhfiedtosectiohs of
the bll, and proposed amendihents, that are of particular ink.rest
to our mAenbers as farmers, citizens, anid taxpayers. -

Section 2: Credit for investment in certain deprdeiable pi opeirty.Section 8: MUt~a1lsavi i~ batiks, et cetei;'a.
Section 10: Mu tual ingi'Anc companhies-oter thaer life, marine,

and certalnfire tinthftd6"cnfpafiie-et cdtera,
Section 17: Tax treatment o of co6peatives and patrons.,
Section 19.: Withlftsdirig of iiconme tax at 96ure on interest, divi-

dends, aind patm'ontge dividends.
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DIVIDENDS EXCLUSION AND CREDIT

SECTION 2: CREDIT FOR 114VESTMENT

Farm Bureau recognizes that capital investment is a key factor in
increasing per capita priuction and living standards; however we
are opposed to the investment credit provisions of H.R. 10650. These
provisions are both unsound and likely to have a number of undesir-
able effects. It would be far better to liberalize the treatment of de-
preciation' and to work toward a general reduction in income tax
rates.

The proposed investment credit is a selective form of tax-relief-in
reality a subsidy. This is clearly indicated by the fact that credit
for new investment would be allowed as a deduction from the amount
due as taxes rather than as an adjustment in the amount of income
subject to tax, and the fact that it would not reduce the basis of capital
assets for depreciation purposes. The result would be to give some
taxpayers a competitive advantage at the expense of others.

Taxpayers who have delayed expenditures or new equipment would
be rewarded, while those who have kept their productive plants up
to date would be penalized. A competitive advantage would aso be
created for new industries that produce substitutes for older products.
For example in the textile industry, the proposed credit would create
an additional incentive for the development of new syithetics. FUr-
thermore, the adoption of this special treatment for some taxpayers
would postpone the day when the present burdensome level of in-
come tax rates can be reduced, for all taxpayers.

We therefore recommend that section 2 be deleted from H.R. 10650.

SECTION 8. MUTUAL SAVINGS B3ANKS, ET CETEWA

Senator ANDERSoN. May I ask you about section 2? You know
there is a provision now chat, permiits you to have solt of favorable
treatment on dairy animals and so forth if used for production.

Do you think this bill is right in providing that a man could buy
a bull for breeding purposes at $50,000 and take 7 percent of that sum
for credit against direct taxes?

Mr. SHUMtAN. Well, you are referring, Senator, to the capital
gains-

Senator ANDERaON. No. There is no capital gains. That is the
dairy animals. This will let you take for production purposes the
cost of a breeding bull, and charge off 7 percent of that from direct
taxation.

Mr. SHVMAN. We are opposed to that.
Senator ANDEmSON. Good.
Mr. SHUXAN. As a general principle, Farm Bureau believes that

all income should be subject to a single Federal income tax.
In the interest of fairness to all taxpayers, the Congress should

tighten up provisions of the tax code which permit some groups to
accumulate large amounts of capital on a tax-free basis.

Farm Bureau believes that the amounts mutual savings institutions
may add to their reserve on a tax-free basis should be based on estab-
lished concepts for computing badidebt reserves. Accordingly, we
aRe with the objectives of section 8 of H.R. 10660 as passe by the
House.
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SFAMION 10. MUTUAL OASUALTY AND FIRE INSURANCE (OiPANIE8,

Farmers buy large amounts of casualty and fire insurance. As
a result, they have long taken an active interest in the mutual insurance
industry. Farm Bureau has organized a numberof mutual insurance -
companies to serve the needs of its members. '

At our most recent annual meeting, the elected voting delegates of
member State farm bureaus adopted a policy statement on the taxation
of casualty insurance companies as follows:

We favor a system of taxation of all types of fire and casualty insur-
anco companies which gives no segment of this business an unfair
competitive advantage over the others.

We believe that it is in the interest 9f tax equity to permit the tax
laws to. recognize the basic differences between stock and mutual
compares.

We therefore favor a tax plan in which any variation in the method
of taxing these two types ofcompanies is limited to that justified by
such demonstrated differences.

We are in general agreement with the principles set forth in section
10 of H.R. 10650. In bur opinion, however, the ceilings that would be
applicable to the proposed protection-against-loss accounts would tend
to defeat the purposes of such accounts. We therefore recommend
elimination of the proposed ceilings on the accumulation of reserves
in protection-against-loss accounts.

We further recommend that:
(1) Loss reserves established under the present tax formula, shallnot be taxed in the future and any loss resulting from an inadequacy of

reserves existing at the time the new formula becomes effective siall
be taken into consideration for tax purposes in the tax year in which
such inadequacy is finally determined.

(2) Any changes made in the formula for taxing mutual insurance
companies shall become effective at the beginning of (hI next calendar
year.

Mutual fire and casualty insurance companies have not had to con-
sider their loss reserves in determining their Federal income tax under
the mutual tax formula which has been in effect since 1942. As a
result, reserving policies of mutual companies have not been uniform.
Some mutual companies will, therefore, have an excess in their re-
serves at the time a new tax formula becomes effective while othermutual companies will have an inadequacy in their reserves. We
believe that our recommendations would result in equitable treatment
for all mutual companies.

We also wish to call attention to the fact that in its present form
section 10 discriminates against mutuals as compared to stwnk com-
panies by prohibiting thi use of mutual investment income for policy-
holder dividends unless and until mutual loss protection funds are com-
pletely exhausted.: This discrimination should be eliminated.

SECTION 171 TAX TREATMENT 'OF COOPERATIVES AND 1 ATRON8

Farm Bureau policy-Support cop eratives; prb"tect the farmer
member: The basic aim of agrxcltr€ooperatives is to enAble farm-
ers to cbmnpet effectively in the sale 4 their products a d in :the pur-
chase of supplies and services. The operative corpoktiidn is i Valu-
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able device through which farmers can enhance their capacity to5 achieve economic ends.
From the time it was or.fanized in 1919, the American Farm Bureau

Federation has suppbrtefthe cooperative' method of doing business
for farmers. A majority of our 1,600,994 member families are mem-
ters of farmer cooperatives. A number of State farm btireaus have
organized affiliated cooperative associations to provide various eco-
nomic services. Our members are also vitally interested in many
cooperatives which are not affiliated with Farm Bureau.

The essen'e' of the 'cooperatiave tax issue is the procedtire 'that is
to be used to-determi'ie tax liability for noncashing patr6nage divi-
dends. This is an isssue which reqtt'lts 'that we conalder'botl the
interests 1of the member patrons as iidividuals and the ifiterests of
coopefatives as instifutions. Farm Bureau has long sought hn equita-
ble solution to this problem.

In 1080 and 1951 when this subject was ifider coiisi~e~ttioh our
positibn was as follows:

We will aggressively oppose any efforts to'tax cooperatives on such
savings rettlirned gs cash, or cleai-ly shown on the books of the co-
0perative to be property of the patrol. There is no sound basis for
imposing on cooperatives an income tax on patrofikge earnings re-
funded in the form of cash refunds, certificates of stock, certificates
of indebtedness, or revolving fund certificates where the obligation
to the producer patron is certain.

Savings in the form of unassigned surpluses of cooperatives should
be taxed'in the same manner as profits of other corporations.

In a statement to the U.S. Senate in September 1951, we recfm-
mended that:

Patronage dividend deductions be allowed only if either of the
following two conditions are met:
S .(1) The patrofnage dividends are paid in cash or merchandise

within 6 months after the year in which the patronage occurred,
or

(2) The patronage dividends are paid in the form of irrev-
ocable obligations such as stock certificates, certificates of in-
debtedness, or revolving fund certificates, taxable in the hands of
the patron in the year in Which he received notice to be given by
the cooperative within 6 months after the close of its taxable
year.

COM IVENT WITI REAPECT TO PROVISIONS OF TIlE'REVENtWE ACT OF I9'1

The Revenue Act of 1951 provided that earnings of farmers'
marketing and purchasing cooperatives are taxable ii the hands of
either the cooperatives or their patrons. Earnings distribtitd to
patrons, in the form of cash, securities, other scrip, or book credits
were to be considered taxable income of these patrons.

At the time these provisions appeared to be a solution to the prob-
lem. This feeling was reflected in the resolutions adopted at our
convention in December 1952 as follows: I

We suppf-ort the provisions of the jReveue Ad of 1951 which
'(1) Make it clear thh'o ooper~itive saVigs allodIatd to inembi.

pttrhsig atetaxable in thb hi thds of stch- ptttrons, a'nd
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. (2) Provide that savings held by cooperatives in the form
of unassigned surpluses shall be taxed in the same manner as
the profits of other corporations.

These provisions constitute a great safeguard to the interest of true
cooperatives. We will insist on the proper interpretation and admin-
istration of these provisions.

Since the 1951 amendment was enacted, it has been rendered par-
tially ineffective by court decisions which have held that certain: types
of distributions are not income to patrons and, therefore,, are not
currently taxable in the hands of the patrons. We believe these de-cisions reflect sound legal principles. If the member patron is, by
law or contract, to be legally required to include in his gross income
such portion of the net savings and income of a cooperative assotia-
tion as is -not paid in cash, the courts are fully justified in holding
tlt distribution must be in such form as to constitute income to!the
)atron. Under the pl'esent law, however, the effect 'of such court

decisiolis has been to-prevent the collection of a single Federal income
tax on some cooperative savings on t current basis.

COMMENT ON SECTION 17 OF IA.R. 10050

Farm Bureau members are most anxious that the Congress enact
legislation that is fair to the farmers, their' cooperatives and other
taxpayers. Such legislation should provide an effective and equi-
table means of insuring that all net savings and income of farmer
cooperatives are subject to a single Federal income tax to be paid
either by the cooperative or by the patron as earned. We are opposed
to aay efforts to tax cooperatives on savings which are returned to the
member patrons in such form as to be taxable in their 'hands, as this
would result in double taxation. On the other hand, we agree that
savings not returned in such form as to be taxable to the member
patron should be taxable in the hands of the cooperative.

The provisions of section 17 of H.R. 10850, as passed by the House,
provide for the application of a withholding procedure to patronage
dividends, whether in cash or noncash allocations, and that the in-
dividual member patron shall be deemed to have consented to accept
tax liability for noncash patronage refunds if he obtains, or retains,
membership in a cooperative after he is notified that it has adopted
a bylaw providing that membership constitutes "consent" to such tax
liability. These provisions are unacceptable to us because they do
not adequately protect the rights of the individual member patron as
set forth in-a number of court decisions.

It will be argued, of course, that a patron who objects to being made
liable for income taxes on noncash patronage dividends doesntthave
to do business with cooperatives. There are, however, many cases
where it would be extremely difficult for farmers to avoid doing busi-
ness with co6 oeratives if they wish to conitiniue certain types of
activities.

I It will also be argued that a withllditig rate'of 20 perentis suffi-
cient to corer the patron's tax liability in iost cases, but there would
be it substantial ntmbeAr of cases in which patrons would 6we addi-
tional taxes. /
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Thus, the enactment of section 17 in its present form would be likely
to lead to a new round of litigation on the question cf whether noncash
patronage dividends constitute taxable income to the member patron.

Under the 16th amendment, Congress has the power "to lay and
collect taxes on incomes, from whatever source deried". The prin-
ciple has long been recognized by the courts that, what is not in fact
income cannot be made income by legislative action, or by regulations
of the executive branch.

In the Carpenter case (1955) the U.S. Court of Appeals for the
Fifth Circuit'held that the revolving fund certificites under considera-
tion in that case did not constitute income to the patron. The court
said

It is fundamental in income taxation that before a cash-basis tax-
payer may be charged with the receipt of income he must receive cash
or property having a fair market value or such cash or property must
be unqualifiedly subject to his demand (219 Fed. 2d 635).

In the Long Poidtry Farms case (1957) the U.S. Court of Appeals
for the Fourth Circuit commented as follows:

It is argued that under implied agreement arising out of the provi-
sions of tie bylaws taxpayer in effect, received in cash the amount of
the credit and reinvested it in the revolving fund of the cooperative;
but this is simply to exalt fiction and ignore reality.

To require the inclusion in income of contingent credits, such a are
here involved, would be to require the patrons of cooperatives to pay
tax upon income which they -have not received, over which they have
been given no control and whiclhthey may never receive. Apart from
fhe question of constitutionality of such a requirement, which would
be a serious one, it is a safe assumpt-ion that Congress never intended
to impose upon the patrons of cooperatives the ,hardship and burden
which the taxability of these contingent credits ivould involve (249
Fed. 2d 726).

The court of appeals in the ninth circuit has held similarly. Ca8-
well'8 Estate v. Comznssioner (211 Fed. 2d 693 (1954)). Moe v. Earle

Secretary Dillon in his testimony before the Ways and Means Com-
mittee last year indicated that the court cases which refused to accept
the immediate reinvestment theory can be overcome if Congress makes
it clear that the patron is now required by statute to include both cash
and scrip allocations in income. We doubt that the courts will sustain
this view.

In this connection, it is respectfully urged that the committee con-
sider a recent statement of the U.S. Suprefnm Court of what constitutes
taxable income. In the case of Eugene 0. Jame.9 v. United states
(No. 63, May 15,1961) the Court held:

The starting point In all cases dealing with the question of the scQpe of what
is Included in "gross ineone" begins with' the basic premise that the purpose of
Congress was "'to use the full measure of its taxing power" (Helvering v.
Clifford, 309 U.S. 331, 334). And the Court has given a liberal construction
t6 the broad phraseology of the "gross income" defln~tioii statutes in recognition
of the intention of Congress to tax all gains except those specifically exempted
(Comlm f8loner v. Jacob8on, 33G V.S. 28, 49; Helverlng v. Rtoekhoblois ikilda
Bank, 293' U.S. 84, 87-9). The language of sec. 22(a) of the 1939 Code,
"gains or profits and income derived from any source whatever," aid the more
simplified language of sec. 01(a) of the 1954 Code, "all income from whatever
source derived," has been held to encompass all "accessioiis to wealth, clearly
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realized, and over which the taxpayers have complete dominion" (Oommis-
sfoner v. (Tlenahaw O8la8s Co., 348 U.S. 426, 431). A gain "constitutes taxable
Income when Its recipient has such control over it that, as a practical matter,
lie derives readily realizable economy value from it" (Rulkin v. United states,
supra, at p. 137).

It is important to note that the Supreme Court continues to place
emphasis on certain basic criteria for determining taxable income.
The key words are:

* * * clearly realized, and over which the taxpayers have complete dominion;
* * its recipient has such control over it that, as a practical matter, he

derives readily realizable economic value from it.

In our opinion, patrons and members of cooperatives will, resist-
and resent-efforts to pass along to them a tax liability which is not
clearly their responsibility and which may place tiem in jeopardy
of prosecution for failure to.report such "scrip" as income. On the
other hand, farmers will welcome a clarification of the tax laws which
will enable their cooperatives to develop a sound program for han-
dling patronage dividends that will' be in the best interest of the
cooperate ve and the patrons.

We believe that the committee will be on the strongest ground if
it develops legislation based upon what the courts have construed
to be taxable income. It will not be in the best interests of coopera-
tives or their members to subject them to another long period of
litigation. I I

Farm Bureau has developed a sounl and workable proposal for
resolving this complicated issue. It involves:

(a) Adoption of a clean-cut basis for establishing the tax lia-
bility on noncash cooperative distributions. Under this approach the
individual member patron would be taxable on noncash distributions
by cooperatives only if (1) at least 20 percent of the amount of each
patron's dividend-is paid by the cooperative in cash, (2) the remainder
of the dividend is in the form of capital stock or a written instrument
containing an unconditional promise by the cooperative to redeem
said written 'istrument within a period of 12 years, and (3) the
patron agr.us in writing to ancpjt, tax liability for the entire amount
of the distribution.

The purpose of the proposed requirement that at least 20 percent
of the distribution shal be distributed in cash is to provide the patron
with cash to pay his tax on cooperative dividends and to facilitate
.getting anntial acceptance by the patron of his tax liability for the
noncash portion of such dividends.

The requirement that the remainder of the distribution shall be
in the form of capital stock or a written instrument meeting specified
qualifications is designed to give real integrity to the "reinvestment"
concept.

The patron's consent to tax liability on the full amount of suchcooperative distribtitin could be obtaied by an endorsement on the
check for the cash part of the distribution, Thus, this approach
would obtain "consent" by an affirmative action on the part of the
individitl pittron, rather thhn by a blanket action on the pai't of the
cooperative.

If the patron did not accept the cash patronage refund and con-
sequent tax liabilty f6r"the full valtle of both cash and noncash
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refunds within a reasonable period he would be deemed to have sur-
rendered his rights to these refunds which would then become a part
of the unallocated surplus of the cooperative and taxable to the co-
operative in the fiscal year in which the patron's acceptance rights
terminated.

(b) Eliminating the application of withholding to farmer coop-
eratives. It would be impractical and unworkable to apply both a
20-percent withholding tax and a requirement that 20 percent of
cooperative dividends shall be distributed as cash payments in order
tor the cooperhtive-to-obtain a deduction for such dividends.

We strongly recommend that section 17 of H.R. 10650 be amended
to accord with the procedure outlined above.

Amend section 17 of H.R. 10650 'as passed by the House by substi-
tutting the following for subsection 1388(c) line 16, p 174 throilgh
line 10 on P. 177).

(C) QUALIFIED WRITTEN NOTICE OF ALLOCATION.-
(1) DEFINE.-For puIposes of this subchapiter, the term "qualified written

notice of allocation" means-
(A) a written notice of allocation which the distribUtee may redeem in

cash at its dollar amount at any time within a period beginning on the date
such written notice of allocation Is Issued and ending not earlier than 90
days from such date but only if the distribtitee receives written notice of the
right of redemption at the time he receives such written notice of allocation;
or

(B) capital stock or a written Instrument issued by a farmers' cooperative
described In paragraph (2), as part of a patronage dividend not less than
20 percent of which is paid In cash, and the remainder of which is dis-
tributed tn the form of capital stock or a written Instrument containing an
unconditional promise to redeem In cash within 12 years, where the terms of
such patronage dividend provide that in accepting the cash payment the
distribute consents In writing to take the accompanying capital stock or
written Instrument into account, at its stated dollar amount, in the manner
provided In section 1385.

The distributee's consent to take such capital stock or written instrument into
account as provided tn subparagraph (B) may take the form of an endorsement
on a check conveying the cash payment provided for by said subparagraph B.

(2) FARMER'S COOPERATSvEs.-The farmers' cooperatives referred to in para-
graph (1) (B) are farmers', fruttgrowers', or like associations organized and
operated on a cooperative basis for the purpose of marketing the products of
members or other producers or for the purpose of purchasing supplies and equip-
ment for the use of members or other persons: but only if the requirements of
section 521(b) (4) (relating to transactions with nonmembers) are satisfied.

PERIOD FOR MAKING DISTRIBUTIONS

Exempt cooperative associations as defined in section 521 of the
code are permitted 81/2 months in which to make distributions and file
returns. Taxable cooperative associations hlve had the same privi-
loge; however, the Internal Revenue Service's regulations require
taxable cooperatives to make distributions within 21/2 months. This
is too short, a period for the auditing that is necessary to provide the
basis for such distribution. The problems of the two classes of asso-
ciations are qtlite familiar. We support the provisions of section 17
which are designed to correct the present discrimination against "non-
exempt" cooperatives.
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SECTION i9--WITIIIIOLDINO TAX ON DIVIDENDS AND INTEREST

We are opposed in principle to the application of a withholding tax
to dividends and interest.

The problems involved in applying withholding to dividends and
interest are entirely different from those involved in the withholding
of taxes from wages and salaries. The application of withholding to
dividends and interest inevitably would lead to confusion and inequity
for individual taxpayers, to say nothing of the greatly increased
paperwork that would be required of concerns responsible for with-
holing. . , 1, 1 1 ,

We recognize that the underreporting of interest and dividends
presents an administrative problem; however, the techniques for es-
timating underreporting are rough, and the Treasury's own figures
suggest that progress isbeing made toward reducing underreporting.
Further, progress toward the solution of this problem should result
from the use of taxpayer account numbers and automatic data proc-
essing equipment without the undesirable side effects that would result
from a witliholding system for dividends and interest.

We recommend that section 19 be deleted from H.R. 10650.

DIVIDEND EXCLUSION AND CREDIT

The House version of H.R. 10650 does not propose to change the
provisions of the tax code which allow (1) exclusion of the fi-st $50
received by a taxpayer as dividends from a qualified domestic corpora-
tion and (2) a tax cl-edit equal to 4 percent of the amount of such
dividends exceeding $50. However, the Secretary of the Treasury has
recommended consideration of amendments to repeal these provisions.

As a matter of principle, we believe all corporation earnings should
be subject to a single Federal income tax. Earnings distributed as
dividefids and taxable in the hands of stockholders should be deducti-
ble in the computation of corporation taxes. We recognize that the
budgetary situation precludes full adoption of this principle at this
time but believe it should be a long-range objective of tax policy.
In ihe meantime, we should not backtrack by repealing the dividend
exclusion and credit enacted in 1954 as a step toward eliminating the
dual taxation of corporation earnings.

The argument that these provisions remove more of the burden of
double taxation for a dividend recipient in the higher brackets than
for one in the lower brackets is not convincing. ff the double taxa-
tion of distributed corporation earnings is wrong in principle-as we
believe it to be--it is just as wrong for a taxpayer with a high -income
as for one with a low income.

The testimony of the Secretary of the Treasury before the Ways
and Means Committee on this issue last year, inc1hided a. number of
tables in which the "extra burden from doAble taxation of dividends"
was computed by comparing the total taxes due under present law
with the indiVid.f income taxes that would result if 'corporate e0arn-
ings were distributed with no corporation Aiome tax. Since the
corporation. incie tax is higher than the lower b!Aacket income tax
rates, this technique makes it appear .that the diVidend exclusion and
credit do little to remove the effect of double taxation in the lowei,
income brackets.
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A far different picture emerges if we start with the assumption
that the purpose of the dividend exclusion and credit is to give some
recognition to the fact that the corporation income tax has already
been paid. While the corporation tax rate is higher than the lower
bracket personal income tax rates, the dividend exclusion, at least,
relieves the low income dividend recipient of the burden of having to
pay a personal income tax on the first $50 of any dividends he may
receive from corporations that have already paid the corporate income
tax. Sihce a man and his wife may exclude up to $100 in dividends
where both own stock or share in such ownership, repeal of the divi-
dend-exclusion would mean a tax increase of as much as $20 for many
first bracket taxpayers.

It has been argued that the dividend exclusion and credit, "have not
proved effective in encouraging additional capital :investment." .It
would be difficult either to prove or disprove this statement conclu-
sively. It is, however, fairly well known that the number of persons
owning stock has been increasing. We believe that the trend toward
broader participation of the general public in the ownership of indus-
try is desirable and that'it has been encouraged by the dividend exclu-
sion and credit. We would stress, however, that the real issue is relief
fron dhkw double taxation of income earned by corporations and dis-
tributed as dividends.

Thank you, Mr. Chairman.
The CHAMMAN. Thank you very much, Mr. Shuman.
Senator Anderson?
Senator ANnERsoN. Do I understand, Mr. Shuman, you do not want

that portion of the patronage dividend which is not in cash to be
taxed? You only want the cash portion of the patrontige dividend to
be taxedI

Mr. SHUMAN. NO. We favor taxing the cash portion and the non-
cash portion. But we would favor taxing the noncash portion in the
hands of the patron only when at least 20 percent is paid in cash and
there is a limit, on the length of time ihat the renaiifder can. remainnoncash.

Senator ANDERSON. Do yon believe that the average patronage divi-
dend received by a member of a cooperative is a good piee of paper or
a worthless piece of paper?

Mr. SHUMAN. Well, they run the gamut from good as gold to worth-
less, but I would say that the average is fairly good property.

Senator ADERSON. Would you say that 90 percent, of them are
pretty good ?

Mr. SHUMAN. I do nt-I would not know whether 90 or 70 percent,
but most of them are good. #

Senator ANDERSON. Has your organization any informatl6n to show
that 95 percentof them are not good?

Mr. SHUMAiv. No, I would not say that-I wOuld rather say thiat
the miajoity are good.

Senator AtNmRSON. Has your organization any information to show
that the'great proW ortifn of them are not good?

Mr. SHtUMAN. NO, sir.
Senator ANDPERsoN. Then why do y6fi want toi iht it to just the ma-

jority? It youdo nt know and tie ,fgaiizdti*n does not know-
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Mr. SIUMAN. Well, I am sure that most of the paper issued by
cooperatives is worth something, but I do not know what percentage
that would be.

Senator ANDERSON. Lots of people buy stocks and have dividends
from those stocks and sometimes the stocks become worthless.

Mr. SHUMAN. That is right.
Senator ANDERSON. Butyou do not recommend that we do not tax

income from stocks, do you, because some of them become worthless?
Mr. SHUMAN. No, ifit is income. Of course, you are not taxable

if you do not get the income. If you do not get a dividend it is not
taxable and so all we are saying is thht this paper ought to be some-
thing worth something before the farmer pays a tax on it or else he
should sign annually giving his consent for the money to be withheld.

Senator ANDERSON. But if he gets a piece of paper that is good and
they are presumed to be until they are proved worthless, why shodn't
he lpay tax on it?

Mr. SHUMAN. Well, I think that the court decision was that if it
had value then it would be taxable, but. the question is whether, you
can determine any value for some of the paper that is issued, if it
does not pay anything and there is no refund for 15 or 20 years.

Senator ANDERSON. Then the farmer is getting a pretty bad gyp-
ping, is he not, if he gets something from an organization that is not
any good, and he does not get anything for 20 years ?
Mr. SHUMAN. I would say in those cases where the money is with-

held indefinitely, he is not helped particularly, and if he had to pay
tax on it he would be penalized.

Senator ANDERSON. Therefore that farmer cooperative does not do
any good for the farmer, and if? that is the majority of them or-the
near majority of them, then we question the validity of the farm
cooperative laws.

Mr. SHUMAN. No. I think even the cooperative that paid no
patronage dividends could perform a valuable service to the farmer
patrons by being a competitive factor even if it did not make any
profit.

Senator ANDUSON. You think it is there to compete with the reg-
ular grain elevator that is what makes it valuable?

Mr. SHUMAN. That is, I think, perhaps, the competitive factor has
a greater value to farmers than the amount of the Patronage dividend.

Senator ANDRoN. I am trying to follow a little ol the Farm
Bureau doctrine, but that is a little hard one for me to follow.

I had one other question I wanted to ask you about here. You are
opposed to the withholding of tax on dividends and interest?
Mr. SHUMAN. Yes.
Senator ANDRSON. Can you tell me the basis of that other than

what you have here? Here is a prom that the people estimateto
bring into the Treasury from $500 to $650 million a year. Why should
those of us who pay our taxes be deprived of the participation of-
those who do not pay their taxes? Why shouldn't they come in, too?

You recognize that if I put money into a building and loan asso-
ciation and it is limited to 4V/2 or 41/ percent, whatever it may be,
and the limit of insurance isW10,000, I gbt $425 of interest a year, but
they oily have to report if it is $600 a year. So they do not report,
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and whether I am taxed depends purely upon their ability to catch
me someday.
Do you think that is the best way to have income tax provisions?
Mr. SHUMAN. Well, No. 1, I think that there can be improvement

in the procedure of checking tip and requiring reporting on the part
of those who pay the dividends. But, in principle, we are opposed
to the idea of the withholding principle for any kind of dividends or
interest and as far as that goes, we were opposed to withholding, on
principle, on wages and salaries years ago, simply because it is 6ur
belief that a taxpayer ought to be conscious of the fact that he pays
taxes; that this would be good discipline and a good brake on the cost
of government, and that it ought to be something that the taxpayer
is conscious of.

But, perhaps, more specifically, and a point that avoids the argu-
ment over principle, is that in the case of dividend withholding it
would be so difficult, very difficult, to avoid confusion and all kinds
of overlapping and injustice to many low-income people who depend
upon small dividend earnings, especially in later years, because this
withholding would take the use of their money away from them for a
considerable length of time.

Senator ANDERsoN. I, at one time, administered a sales tax for the
State I live in. After the first of the year I sent out a general letter
to the sales-tax payers saying that the Federal Government was mak-
ing available to me the income tax reports of individual merchalits.
I would check them against their submitted returns.

You would be surprised how much fan mail I got enclosing checks.
Now, I just hate to assume that everybody is not honest. It wottld

be nice to assume we all are, but if you have a system that will produce
$500 million, as the Treasury says it will, I cannot see why a Farm
Bureau member would be opposed to that. Some people must not be
as honest as others.

Mr. STMfAN. Wrell, we are not, opposed to collecting taxes from
everyone who owes taxes, and we would favor expansion of reporting
requirements and cheekinsr the reports submitted by the cooperatives
as to who got the dividends, with the new procedures that are coming
into being, which will makethis completely practical, so thatthese re-
ljorted dividend payments can be checked back against the taxpayer's
to see if he did report those payments, and we are not in favor of
avoiding, permitting the avoidance of, the payment of takes.

At the same time, we do not believe in withhiolding in principle, be.
cause not only in this case would it involve a lod of redtape and con-
fusion and iiiequity, but it actually makesda. large segment of the
population less conscious of the fact, of paying taxes.

Senator AN.mnsow. I cannot see why, the individual is going to
worry about withholding, unless-he worried 'About n6o paying taxcs,
I just cann6t see how a bil of this nature will harm anybody, because
it makes the people who are not now paying taxes start paying them.
There are various and sundry ways in which they can be, exempt.
They can file a statemetit,;as the Treasury pointed oilt. Children who
have limited amotints of money can file. There is a long list of.
exemptidns, and the banks 'do not file on them, The 'banks have:
wirohinery. It is not hard to segregate that item of interestt from'
them.
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Mr. SHIUIJAN. Senator our recommendation on cooperative taxa-
tion, that the cooperative be required to pay 20 percent of the dividend
in cash and to get the written consent annually of the patron member
would almost automatically take care of this because at the time the
20 percent was paid by the cooperative, the report would be available
all madeto the Treasu .

Senator ANDERSON. Ilam referring to your statement where you
object to withholding of tax on dividends and interest.

Mr. SHUMAN. That is right,
Senator ANDERSON. You said you were opposed to withhblding taxes

on wages. How has it worked out I
Mr. SHUAIAN. I think it has worked out as a convenience to the

taxpayer, and certainly it has: worked out as a more certain way of
collecting taxes for the Government, so I would, agree it has worked
well with the wage earners.

Senator ANDERSON. That is right. Your organization opposed it.
Practice has shown that perhaps, you were wrong in opposing it. It
has worked out very well. Couldn't the same thing happen on divi-
dends and interest' I

Mr. SHUMAN. It is possible, except. that there is quite a bit of
difference where a stockholder may have one or two shares and may
not be subject to Federal income tax at all. , He would have all of
this redtape and trouble of having to file for a refund, which he
probably would not do in many cases, and in the case of the wage
earner, it is easy to determine whether or not -he has tax liability in
advance. It is not easy ii the case of the stockholders.

Senator ANDERSON. That is why it makes it so easy to avoid it.
Mr. SHUMAN. I think that the avoidance ean' b eliminated if we

require the cooperatives to report to the Treasury onthe paynelits of
dividends, and private corporations, too.

Senator ANDERSON. Cooperatives are not the ones that are really
involwd in this. You can forget all the dividends of the cooperatives,
and you would not touch $600 million whicli thW;Treasury liopesto get
under this other section. That is what I am worried about. The
iifluence of the Farm Bureau was thrown against the provision for
the withholding of dividends and interest, which is a very important
provision of this bill.

If you. take that out, and with all the other things that are in there,
we will end up with a bill that produces a very substantiMl: dividend.
I do not see why we should enact a bill at all if we are going to end
up in worse shape than we start out.

The oQtly way to .stay in good shape is to include those taxes tlat
are valid, and the withholding provision, I think, is one which is
good.

M:r. SHUMtAN. Of course, if we eliminate the investinentecredit, that'
will offset some -of the contemplated loss. However, we are not aug-
gesting that these returns on dividends not be taxed, and if the cor-
pOrations are required to report, and this is checked through by the
Internal Revenue Service, it is relatively easy to see that they do pay.

Senator ANDERSON. They are required to report now, are they not?
Mr. SHUtMAN. Yes; they report. PBut I do not-thnkl they have got

all this on the IBM numbering system yet.
Senator ANDERSON. And you will not have it for severalf yeavs. It

is gding to take maybe 10 years Until it gets out to the Par - West,
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scaring out in Atlanta and gradually spreading across the country.
If it is a good catching device, we will catch, the people of Georgia

first in that area. Why should not the rest of the country' be caught
at the same time I

Mr. SHUMAN. Well, we do not condone avoidance of taxes, but I do
not believe that the avoidance here is anywhere near as great as has
been portrayed in the payment of taxes on dividends.

Senator ANDERSON. You think Treasury figures are wrong on this?
Mr. SHUMAN. I think so.
Senator AvDoRN. Do you have figures that are better?
Mr. SHUMAN. We just know that the Treasury's figures are quite

high, and that they are as rough as ours would be. Nobody knows.
Senator ANDERSON. I think the answer, Mr. Shuman, is that they

have got facts andyou have feelings on it, and there is a vast difference
betweeil the two of them.

Here is something they thihk is very essential. I do not care to
argue whatever it is, I just wanted to be sure if that was Farm Bureau
philosophy; I would hate to stand up in a Farm Bureau meeting and
tell a group of farmers, "You be against withholding on interest And
dividends because it will only get about $500 million to the Govern-
ment, and it will be annoying to people," because the average farmer
is not going to be worried by that. None that I know anything about.
Unless he is producing cotton, with the very special fefti'e t, .thse
days, he does not have to worry about acquiring large quantities of
bonds for stocks every year.

I just do not understand the Farm Burequ's position. Here is one
member of the Farm Bureau who is not for it.

Mr. SHUMAN. Well, I am sure there will be others, but I am also
sure that most of them are against the principle of withholding.

Senator ANDEHSON. All right.
The CHAIRMAN. Senator Carlson.
Sen. tor CARARoN. Mr. Shuman, I was asked on behalf of the Sen-

ator from Delaware, Mr. Williams, 'to express his sincere regret that
he had to be on the floor at this particular time.

He wanted so much to be here during your presentation. He said
that he had an opportunity to read your statement before he left
this morning, and he appreciated very much the comments you have
made on taxing cooperatives, and the other provisions of this bill.

Mr. SHUMAN. Thank you.
Senator' CARLSON. Just one Or two items: .Following Senator An-

derson's suggestion with regard to withholding, is it not reasonable
to assume that now that the Bureau of Internal Revenue has been
given such sums of money to establish regional offices, with IBM
equipment, our citizens have all been given social security numbers,
whether they had them or not, and this session of Congress is going
to increase a large number of revenue agents, that we can expect a
very substantial collection of what some regard as revenue that be-
longs to the Government that has not been c' llected I

Mr. SHUMAN. Well, we think so. We t'6 ik that the fact that the
witliholding on wages and salaries has world d out as a convenience
to taxpayers, and certainly as a revenue-getter for the Government,
does not necessarily mean that the withholdiigon tividehids,, patron-
age dividends, dividends on corporation stock, is a valid Way or a ;g6d
way to go about this collection.
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In fact, we have entirely different sets of circumstances surround-
ing the two situations, and we think that the Treasury can get a high
percentage of collection on dividends if these new methods are pur-
sued, and if an effort is made.

Senator CARLson. I was interested to read the other day a letter
that had been written to persons stating that they received dividend
income to the extent of $4,200 a year, a man and wife, both over 65
years of iage. That would entitle them to a double exemption, or
$ 2400.
if you take the $50 deductible, the 4 percent off, and some other

medical expenses, and their taxes were $50 a year.
But in this ease, the Government would withhold $840 a year. Now,

that seems unfair to me in a case of that type, and I am sure there
will be many people who are elderly, people who are living on divi-
(lends and interest that they had accumulated during their lifetime.
It seems to me there is a positive case of where it works a real hard-

Mr.& SHUMAN. 'This is certainly trute, and then there is also the case
of the person who only holds--and this would be most farmers--a
few shares of stock, and many farmers would not be subject to income
tax, especially some of the smaller farmers and the retired farmers,
and would not be payin income tax otherwise.

The taxpayment woiid be withheld, whether it was 1 share or 20
shares, and then they would be required at the end of the year to file
papers to request the repayment.

Now, we know, everyone knows, that thousands of these people
would never recover this money for one reason or another, and we
cannot defend this kind of a tax collection device when we know of
these inequities.
Senator CARLSON. Mr. Shuman, as one who has served as secretary-

treasurer and president of a county Farm Bureau, and a membership
that I have maintained during my mature life, T am in your Corner,
I appreciate your position. I think it is sound.

Mr. SHUMAN. Thank you.
The CHAMMAN. Senator Douglas.
Senator DouoLA. Mr. Chairman, I regret that I was detained on

the floor and was unable to hear the direct testimony of Mr. Shuman.
Mr. Shuman is a distinguished citizen of Illinois. I regret that we

do not always think alike on farm policy, but he is an honorable man
and deeply respected by every one.

I regret that he is opposedto withholding of dividends and inter-
est, but I do not expect to convert him this afternoon, so I shall not
ask any questions.

Mr. SHUMAN. Thank you, Senator.
The CHAIRMAN. Senator Curtis.
Senator Ou._as. Mr. Shuman, you suggested that consent shotild be

required of the patron to reuse his money if it was going to be deducti-
ble to the cooperative.,Now, you would limit the choice of the patron to accept the 20.per-
cent cash and the balance in scrip under the'conditions you outline,
and agree that it was taxable to him pr forfeit the entire patronage
dividend I
Mr, Snu~m z. That is correct.
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cfetl i ng it ill ill ':"Is or leavitig fill or- fill%- Il I of it %%itli t ie( coopmi'n-
IiV(% for. 4aitt itIi for t liw ('001W tt ive?

Ni'. Sn (-MAN. It Sec'ltd It s thln this shlitih e lie choice of ti1w
(OOJ(t'Utiv -i ther thl of(I tit( paitrioti. rThe lioni'c of (fiirector's of

siti ti oll is and(1 ii, ought not I it seeits to its. to hbe puit ill the(' p051-
li olt of 1 ei tig forem!~ to ofth.t'ilhe l)It Polls. it ('11C its str i'Olg as lint.
Thtt' ('O0111d do( it , 1f voillt'st, ttidlr 0111' recotiniti t ionl. Thel ibolid of
(Iil-il t''(t 1' (011( otflt thlat U ltei'tiat ive.

Svetit OP( urvris. ''The law wol'ld nlot PeqT(IMr it.
Mr'. Sit IMA N,. We w~olit( not hi vol. teqi ing it, 1)11 it eel-itnly

wottid he possile~i. WtiI1 u f(Oioltwt
Setitlot ( 1u~(r'5 Andl to reqtiliie itVll eoto oiosli'.wt

lihe utillt I bi nMISnS fP('t l('(s tot' oi'd 111111 ~i'Oiionls.
M r. S I I t~N I t 111 1k so). I think it woul Ev
Setinltor ( Cutrt's. 'P'll reciJpitit of fill ordhit'y dividend must leave

Io itI i itxeti~t
NI'I. S IJUIAI .Yes.
Seuliatol. ('ulrtis ( efflt inn'ing). The Size of the( (ividtllds and what

ik to hie i'(tailled.
MV. St it 'AN. A l thle 11111 11iageient or t he board of d irector's of

lilt oi'd i lilt t'*V vot'J)ot't loti (letehytU ipes whetthei' to deelni' e stock nLiviclels
0' Ctsh div~ideld's..

Svititou' ( tiirrus. I £uot thitilipressioll thit lit 01Wp timei someone did
11(1 voenteC ii(O1Wtill woIt~tit 10ii1 t his bil1l ealflo' thalt thle piiti'oi b~e givefi
lli8 ciiolve of ('ash 01' scr'ip.

MNil. Sim,.ArAN. We salid ait 01ne 1 ilie We faIV0oed payenlt 'of tnx by
I li(' pl) I-Poil Wheci~i 'sh was paiid 01' wAlie'e tilhe 01)1iiltill to the pltri'Oi
wats certll if, nd thenl we Itsed the possibility that thle pitroll light
be "iWell a thlie bet ween~ cuisl afld sevliI) iis 111 examplIle whenl thle
obligation w~old( be certaill find this seems to have confused some
people into 1)elievinig thtlt-e favored such ii ('110we its it set alternative.

Blit I thlink oiut' positions is I'letnow, thint we favor the pftyment
e 1' 20 Jpercelif of the v'alue of tihe pflpw1' ill ('ashl to the patron,~ pis
get-p t ii h111is Conlsent, to thle retiring of tile l)allance.

Senlator. Cuun'is. BY means of an endorsement -onl the check?
Mr'. 0u~~x By lil endorsement on the check. This w~ill be 20

pet'evit. ol' more. Of cotn'se, if the cooperative wanted to pay 100

SvI'nttoi' (.unrms. If hie re0fulses to Casgh tile chleck, thent lie turns down
his e'iti1'e IjatIAt!1re_

i~f'. t~~t~. es, sir. Thew atbolfnt of the reflised patronage
iividlend wd'o1ld thenl be liddedl to the sui'phis or reserves retired byv
the voo1Wi'Uive, aid cofild, he used to increase later' di videndls and It
wo'0tJ(1 he taxahie Inl thle hiti(1s of tile coopeI'll t lives.

Senittot' (' Thu.Pljt is idi , Mi'. (1 hhnii.
TIhe mcf~-- 1 I llIMN Thak voni very nvuche 1, MrI. Shin.il
Setiat 01' MCCA"irrt. M2'. (Ch li rma 1.10
TheC('t tICAMNx. Senalltor~k0 1-01rt'.
Selliittoi' IMcCCAu''T1. Mr'. Sh1ift'an, I call aft011tiol -to Y61tu' stalte-

iiiflt rgtu In te 'ivien ex1Usonand thie dividend credit. Youir
statement, of pfinc miles, as I iidei'staiid 'it, is one where you. would
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huv, no (orpirte profits tax if you culh wr-it( tie t lax llw with
r't'frel' to thlat folrl of ,. iipss o'r li actionon.
.I. S"i t'. t.. We aire OppMed to tiet' id, of doulile tailXtiOll, 1111(1

vet \e Iwl't--\Vt did ntut alllyV silt (nleitll ill its to tliit ]Wo(Stilt VOrio-
i'te tax ill Iiel'e. We have not (:01sideIhd It lat ely.

v$('iltoli' cCAli',IIY. Ill otier' words, yoll Nwould have ucih tit'
.al II llt w Us applies n1w0% to c()orltiv'es appliedl to corpor1'lt ioils.
'rhre wouhl be no tax, strictly speaking, upon tite coprioration profit.
You would hitie all tile profits exeeptlung those that 11re allowed its

legal deserves distributedd to tile shareholders and they, in turn, wold
he taxed.

Mr. SIrtT'AS-. No. We favor the same kind of treatment for (o.-
iorations a1 we are suggesting for cooperatives. If tile Corporation
retailns it i the corporate structilie, we would favor its taxation there,
tind we wOlhli favor the taxation of the dividmnds in tie hands of
tile dividend holder, the stockholder, and allow a deduction for tile
amont of money paid-by the corporiltih to tile stockloldoe.

Seiiator MIc(6u ,l v. That is what I thontght-that was tile question
I asked.

Mr. SlIumAx. Yes.
Senator Mc(',WI'Ili. What is now taken otr ill corporate profits

taxes wouldhe left with the corporation and would be (tstribotted.
Mr. StiltMAx. Yes,
Senator McC(,rnlii. Excepting what was left as legal reserve.
What about the legal reserves that might be perlmittd? Would

vol have them taxed ?in the stime, wiy and it the same rites ias yol
6votldlivel the r-eserves of coopeiatives, retailled earnings?

Mr. SIIUMtN, Yes.
Senator MCCARr1ilY. For both?
Mr. siuitxiN. Yes, sir.
Senator McGOirriY At. the rate of 5i2 pereelnt; or would you wtilt

us to reachll baek aid try to have tlese taxed as the earnitgs of the
stockliolders or tile membes of the cooperative?

Mfr. SIt'A No, no. Ve wottld favor the corporate rate apply.
Se1to' MCtCARirY. Apply that rate to the cooperative-to any

business that would have retained eirnins. Wotild this apply to
private enterl)iise as well ? Would you allow the private enterpiisers
to retai certain of their einings and hive tlin taxed at a different
liate froil what,- their ordti ry' iI!Omllie rateiiolit be?

Mr. SIIUMAN. I do not know whether I understood tha part, of your
question.

Seiator. MCCA'rIIY. Well, a noncoopertative or a. noncorporatlon-
partnerships or single proprietorships.

Senator 13vNNE1mvr. Self-employed.
Senator McCART1Y. Yes, sir.
Would yu allow him'a reserve thit would be taxed at a different

I-ate
Mr. SnrmN. No. We would favor the one rate for the corpora-tion.
Senator MCCAITInIY. ritvor the cooperative, have theimn set aside a

serve, bit, not allow the ilndividtlhtlowner to do so. What I am get-
tiig at, is, do you thiik yottought to have tie same system of taxation
for self-eiployed individuals, for a cooperative and a corporation,
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because that seems to be clearly implied in what you say is your
principle here.

Mh.. SIIUMAN. Yes, we are for that in principle, yes.
Senator MCCART1Y. Well, would you back up al tihe way through,

would you. say that you would treat an individual, a cooperative, and
a corporation exactly the same way for tax purposes?

Mr. SIUMAN. Yes, Sir; except, of course, the individual would
not-

Senator MCCARTHY. An individual, in other words no differentia-
tion on the basis of the form of business organization i

Mr. SHUMAN. That is correct insofar as the treatment of dividends
is concerned.

Senator McCARThY. Thank you very much.
The CHAIRMAN. Senator Bennett.
Senator BnNNIpI'r. No questions.
The CHAIRMAN. Thank you, Mr. Shuman.
As you know, I have been a member of the Farm Bureau for many

years, and I want to congratulate you on the fine work you are doing.
Mr. S11U.HAN. Thank you.
The CHAIRMAN. The next witness is Mr. Elton L. Berck, National

Farmers Union.
Senator CURnS. Mr. Chairman, I would like to have the record show

that. Mr. Berok is president of the Farmers Union in Nebraska state-
wide, that he has been active in farm matters and farm legislation for
a long time.

He is one of our distinguished citizens, and has rendered distinctive
public service locally and statewide, as well as his appearance here.

STATEMENT OF ELTON L. BERCK, PRESIDENT, FARMERS EDCUA-
TIONAL AND COOPERATIVE STATE UNION OF NEBRASKA; AC-
COMPANIED BY WILBUR JENNY, GENERAL MANAGER, FARMERS
UNION STATE EXCHANGE

Mr. BERCK. Thank you, Senator; thank you very much.
Mr. Chairman and members of the committee, I am Elton L. Berck

and, as the Senator told you president of the Farmers Union of
Nebraska, and with me as a technieAl con stltant is Mr. Wilbur Jenny,
who is general manager of the Farmers Union State Exchange, a co-
operative wholesale organization, which was founded back, I believe,
in 1918, and with long expefience in the business. He is currently
general manager.

I have a very brief statement here, and we are interested particu-
larly in the treatment proposed for the cooperative, the farm co6pora-
tive, in the taxation of patronage savings or refunds of farm co-
operatives.

We sincerely appreciate the courtesy extended to us in allowing
us to present Nebraska farmer opififfth coincerning the proposed tax
revision legislation, H.R. 10650, and in partirtnr the section treating
farm cooperitives and the taxation -of cooperative patronage refunds.
At the outset, we would like to present a summary of the expressed
oplfin of some 120 local Nebraska cooperatives together with a
comtpilation of their business activities as related to Federal income
tax proposals.
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We were interested from the beginning, the subject came up, in
learning its to what the farmer patron of the cooperative in Nebraska
felt about this situation and how the farm cooperative treated its
patrons.

So we had a survey which was a post card survey going out. to some
400 Nebraska farmer-owned cooperatives. This survey went out April
5. I may say the card was out. April 5 and as of last Friday, we had
approximately 185 cards returned, with more coming every day, my
secretary tells me.

This cooperative report has been separated into three categories
according to the nature of services rendered in behalf of farmer mem-
ber patrons. We have used the most recent individual fiscal reports
in arriving at averages for operation experience, earnings, and dis-
tribution of patronage refunds. In this summary, we have reports
from cooperative marketing associations which have no field of serv-
ice other than marketing grain and other products of their members.

Next, we have reports from another group of cooperatives which
perform a combination of services in both marketing farmer's product
and supplying needs for farm supplies of all types from fuel and oil
to fertilizer, seeds, equipment, and repairs, home heating oil and home
applicances, and the like.

Finally, our reports also number farm cooperative organizations,
which deal only in farm suplies and offer no marketing service.

The summary report indicates the average total dollar earnings per
patron for the last fiscal year, whether the earnings were refunded in
cash, deferred and allocated, or recognized by issuance of added stock
to the patron.

Our report indicates the average per patron earnings in total dol-
lars for three different classes of farm cooperatives as listed and
in the overall which includes all classes.

The same procedure has been followed in indicating percentage
amounts of annual earnings or refunds paid in cash and-deferred by
class of activity and in the overall. We have not indicated percent-
age amounts of patronage or earnings refunds which were accounted
for'by issuance of new stock in the cooperatives.

Senator BENNirr. At this point, may I ask if this last statement
accounts for the differences between the total of cash paid to patrons
and deferred average in every case?

Mr. BIERcK. Right, sir.
Senator B1 ,NNTT. Thank you.
Mr. BrnCK. Cooperatives which handle grain for their patron, mar-

keting cooperatives only, we found the totaT annual per patron saving,
was $117. This again Includes cash, deferred, stock and the like, and
we found out that on the average these cooperatives paid out 48 per-
cent; of their earnings, and they deferred an average of 13.5 percent
of tie total savings of the patrons.

The rest was set aside, as we idlicated, in other ways.
The mArketing and supplying coperatives-
Senator Crrs. May I inquire right there-
Mr. B RoK. Yes.
Senator CurTiS (contifiuing). Does that include creameries of the

marketing cooperative, where they have one stage of mmirtfacture,
where they manufacture-
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Mr. BERCK. That is right.
Senator Ctui'is. Would hit hat. come within the top group here?
Mr. BEAn(CK. I think we are just one creamery reporting. This wa

a branch of the Farmers Union Cooperative, yes. That was just, one
creamery, yes.

Senator Cui'rs. Now, this issuance of stock from a practical stand-
point, how does that operate?

Mr. BRuIK. Well, t he issuance of stock is handled differently by
different cooperatives. The creameries you were mentioning the
Farmers Union creameries, 'limit the ownership of stock to one slare.

Senator u' IrIrS. I mean this difference where they paid in cash
48 percent and deferred dividends 13.5 percent, (lid all the rest go
into the stock dividends?

Mr. BERCK. No, some were set aside in surplus and I believe a tax
of the corporate rate was paid on a good share of that amount.

Senator CURTIS. So the $117 was what was earned, not what was
returned either in cash or scrip?

Mr. BmmK. Exactly, exactly.
Now, the marketing and suply cooperatives, we have the lower

per pitron savings on the overall or in tliat particular group, and the
te I savings per patron was $79.25.

Now, this groutpof cooperatives also paid a slightly lower percent.-
age of the earnings back in cash. They deferred a larger percentage,
and there again the difference between that and the 100 percent wolld
be these other afftotnts we were talking about a bit ago.

In the supply cooperatives only wlflh handled the farm supplies,
farm ald rone supplies, the per patt'dn savings average was $52 1)er
patron, and they paid *out, their experience, they paid out, in cash to
patrons an average of 42 percent, and deferred more than the other
two, deferred 37 percent.

Now, in the overall, taking the 120 that, were in the offices of last
Friday, we had a total annual per patron savings average of $82.77,
and the patron was paid In cash 43.3 percent, and there was an average
deferment of those patron savings.

Now, the sumliary represents, to the best of our knowledge, a good
cross section of Nebraska Cooperative adivity at the local level both
as to geographic location and types of service rendered.

It shoi"ld be noted that not only are the overall savings per patron
small but, also that the retention of suh savings by the cooperative is
but slight-ly over 50 percent in theoverall-average.

We votild also poiit out that a colisiderable amount t of these de-
ferred savings are evidet.eed to the patron by issfiance of stock cer-
tificates whith are negotiable within specified linitations and which
do yield ifitrest. In addition, an utndilisclosed noffiber of so-called
nonexeilfpt cooperatives pay Federal incoine tax at the regular cor-
poration rate on amO6i~nts of savings which are retained for necessary
cashoperatifng requirements.

Our reports from the individual cooperative do not indicate the
length of tine which deferred savings were to be retained or i what
foit the e#iden10ce of afti6otit-f deferment was conveyed to the patron.

However, from obur general familiarity with the operationsof fain
cooperatives as mtibe-ipatron, director, atid-board president, we feel
it is safe to assume that most, if not all, of the farm cooperatives 'in
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Nebraska do have definite prov-ision in organization articles and by-
laws establishing member approval of patronage savings deferment
by the cooperative. Without exception, the reporting cooperatives
indicated firui opposition to the application of a with holding tax to
Col~erative patronage refllids.

'le opposition stems from reasons which are both valid and readilyaplparent.
No. 1. Patronage refunds, depending on the transaction from which

they accrue, may or may not. represent taxable income. As will be
noted in the accompanying survey, the majority of farm cooperatives
service the needs of their farmer patrons in many ways. Such items as
home appliances, heating oil, and major farm equipment, for instance,
are not deductible as expenditures on Federal income tax reports.

Patronage refunds on purchase of such items are not income; they
are trade discounts on nondeductilble purchases and the local coop-
erative manager, in our opinion, should not be empowered by Federal
legislation to make an arbitrary decision that a tax shoulld be with-
held on such cooperative refunds.

No. 2. If such power of decision is granted to a cooperative man-
tiger or board of directors, one can only imagine the confusion and
accounting involved in segregating all the different classes of l)atr -
age refunds involved in tile yearly transactieons of just one farm
family in dealing with a eombinatlon marketing, farm, and home.-
supply eooperat-ive.

No. 8. It. is probable that a considerable number of Nebraska farm
ol)eratbrs, because of continuing cost-price disadvantage, do not enjoy
a taxable income level. Necessary refunding of tax overpa.yment
because of proposed withholding of cooperativl refunds and the small
individual amounts involved would, we believe, result in net adverse
effects on Federal income yields from such sources.

Let us say at, this point that there is no major discernible disagree-
ment among farm cooperatives regarding the rightness of the Federal
taxation of cooperative savings, when such savings represent actual
income.

Farmers Union of Nebraska, a major builder and promoter of farm
Cooperatives for half a centilry, has often reaffirmed support for a
policy which holds that cooperative savings or refunds, when they
represent actual income, should be taxable to the member patron and
not to the cooperative.

A complete knowledge of the nature of the true farner cooperative
is necessary in order to understand this position.

The farm cooperative is at once the creatlire, the market voice, and
the bargaifnfig agency of the farmer members who organize and use
its services.

The farm cooperative is an inseparable part of the farm enterprise
providing a service beyond the farm gate that is just as essential to
the farm operation as the tra.tor, the coifibine, or the milking machine.

Investment in a cooperative has, as its prlifmary and overriding
motive, the providing of needed services to tlse who invest, its
members. The c oopertive is not organized primr4 ily tomake' a profit
from serving other tln members.

Whether the cooperative is a local organization serving a handful
of farmers in a limited area or whether it becomes an integrated part
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of a cooperative complex serving farmers in such diversified opera-
tions as marketing, purchasing supplies, processing farm crops, or in
the petroleum production and refining fields, the principal and the
motives are the same. Tile interest of the cooperative are not divisible
from the interests of its member patrons. Those who set out to prove
that such division exists are either uninformed or motivated by a
desire to confuse the issues and destroy or cripple the cooperative.

In our opinion, the Internal Revenue Code should be amended so
as to provide that all earnings of qualified cooperatives should be
included in the gross incme o the patrons. A prerequisite being that
such earnings, where taxable, should be distributed to patrons accord-
ing to preexisting obligation or as provided for in organization articles
whether such distribution be in cash or in some noncash form of
evidence indicating allocation and deferment.

We believe that there should be no legislative roadblocks which
would prevent democratic member patron aecisionto reinvest patron-
age refunds in the capital struettre of their cooperative enterprise.

There is no business enterprise which is quite so responsive to the
will of those it serves as is the cooperative. It would be a compara-
tively simple matter for members of a cooperative which in majority
opposed such action to amend their articles in a membership meeting
and so make the law inapplicable to them.

This is, in our opinion, a decision that shofild be made by the mem-
bers tinder clear legislative provision that cooperative earnings must
be accounted for at either the patron or cooperative level annually.

History provides evidence of strong congressional support for
legislation which encourages the improvement and strengthening of
farmer bargaining power through the farm cooperative.

A clarification of cooperative tax liability is long overdue but allow
us to express the fervent hope that future legislative action may be
in continutance of this longsta|fdiig record of congressional approval
and recognition of the important and unique contribution to agricul-
tural income made by the'farme v-owned cooperative enterprise.

The CtmwunN. Tfank you very much, Mr. Berck.
Any questions?
Senator Dottsr'A5. Mr. Berek, the question I am about to ask may

have already been asked by the Senator from Nebraska, Mr. Curtis,
and you may have answereil it, but I am not quite certain that I tinder-
stood the answer.

In your summary of your statement yot show that the percentage
of the total annuftal savings per l)atron amionted to approximately
$83, and 43 percent of that was paid in cash, and 25 precent was de-
ferred. What happened to the other 32 percent?

Mr. BVInCi. The 25 percent was deferred and allocated, indicating
to tle patr'on i a certain percentage of this, as I say-it was not in our
question-was issued itithe for'in o6f stook. The rest, in ll probability.
was set into surplus to be used for Operating capital on while the
cooperitive itself w6tild pay the corporate income tax.

Senator DotinrAs. That was 32 percent tht was reinvested and-
Mr. BEtRO. That woflid be the balance-
Senator DoMorAs (0ontinmthu). As cooperative surplus?
Mr. BERoK (continuting). That would be the balance between those

two; yes.
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Senator iDouoLAs. Thirty-two percent V
Mr. BEROK. Yes, approximately, because we have some of this

amount which was issued in stock varying according to the coopera-
tive.

Senator DouaLAs. 1)o 1 understand that this is already taxed at
corporate rates at 52 percent?

Mr. BERCK. That is true. I believe I am safe in saying that that is
taxed at the corporate rate.

Senator DOUGLAS. And you do not propose any change in this?
Mr. BERCK. No; we have not proposed any change in that.
Senator DOUGLAS. In the amount which is given to individuals in

terms of scrip or stock or deferred claims or whatnot, what is the
existing practice, so far as taxation is concerned?

Mr. BERCK. Well, at present that is sort of a no man's land, and
that is why we feel that the present regulations require clariflcations
so as to indicate that this is definitely taxable at the patron level.

Senator DOUGLAS. Yon say it is a no man's land. Cases must have
arisen at various times. Is this taxable to the cooperative at 52 per-
cent or to the individual at individual income tax rates?

Mr. BEUCR. Well, since these court cases mentioned this morning,
Senator; I do not happen to be an attorney-

Senator DoUGLAs. Yes.
Mr. BEUCK (continuing). But I do realize there is an area here of

I)artioular importance to the cooperative and to the Federal Govern-
ment, as well.

Senator DovuLAs. About a quarter of the income of the farm co-
operatives seems to be disposed of in this fashion.

Mr. BERCK. It would appear so from our records; it would appear
SO.

Senator DOUGLAS. There is no prevailing practice?
Mr. BERCK. Not currently. I think that is right, is it not, Mr.

Jenny?
Mr. JENNY. Yes.
Senator DOUGLAS. What does the present bill-before us provide in

these cases?
Mr. BERC. The present bill provides for in this particular in-

stance, as near as I can gather, point 1. withholding tax, which is the
bone of contention on the part of our Nebraska cooperatives, at least
those that I have visited witi.

Point 2, the agreement or the proposal under which these earnings
can be established as being taxable to the patron, either by a written
addition or inclusion in the articles of the cooperative wlfikh the pa-
fron understands, or a consent, I believe both of these are l)roposed
as it stands in the present measure, either one or the other. If t pa-
troll i's not required-the paitron is requiPed to give consent, unless it is
set up by the articles or bylaws of the organization that he ag rees to
accept this as his tax responsibility.

Those are the provisions, as I understand them, in the legislation
which you are considering now.

Senator DOVOLAS. What is the positon cf the Farmers Union con-
ceroing (a). whether these deferred paynheffts could be taxed to the
iiember as income; (b) not taxed at all; or (e) taxed to the cooper-
ative at corporate rates?
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Mr. IIIt(K. To the member?
Senator l)otom,.%s. Taxed to tle memberits indivi(lll income.
Mr. B1iltuc. Yes, and I mi'ht clarify that
Senator I)ot'or..S. E'Ven though he does not yet. realize cash front it.
Mr. B14ItK. Right.
I might (larify that, if you will pardon this (lnriflcatiOll. I made

the pointt that the eooI)erative is tie creature and the tool of the
member farmers. Now, the point has been made prelliotlsly in these
hearings that, this pa )er indication may or may not have vaite. It is
oir (ontentioni that thiis, being a part of, in a sense, the farm equip-
nlit providing him with a bargaining power, as a continued service

for him aid a value to him far eyond the cash indeated on the paper
or scrip) or whatever it may be, I)ecatse the farm cooperative has )ro-
vided the farmer with the only bargaining voice he has had in history
and, as such, it. becomfies a very " important and valued tool in hIs farmi
operation.

Senator Dovuo,.ts. I wild like to ask you what is the attitude of
the Farmers Union on the alpplicttin of the withholding tax on indl-
vidtl income in the following three sets of cases: (a) interest upon
shares of capital owned by the member; (b) patronage dividends
(listril)utd in eash, and () defettred payments in the form of serip
or stock ?

MN[r. B1.4ltvid. We have, Senator, established the position In the over-
all that. paynlits to the patron may or may not represent taxable
income. We inside the poitl her1e in this Poiflection ltha particulaly
ill otr cooperative wlicih have a complex service of both market-
ing anid sales of farm sul)plies, home heating oil, farm applialnces, and
major farin eqtflmnnt, so you lae mingled, comingled in this total
v'olum1e ,of business with the coopotertives, items wvh|ch 1o not reflect
dedutibles, whsh canhot-whi al sll not-which would not ill any
(-ase. be reflected its income to the lmtrtn.

In ainy cases also I believe, there atre some figures whieh indicate
al)Otilt 25 percent of tile farmreers in the Nation have realized no profit,
and at larger percentage, of course, have no taxable income after
(leduetions.

So we are of the opinion in the Farmers Union that this withhold-
hig does create in a sense for the cooperative manager a degree of
decision, give him a degree of decision as to whether or not the pa-
tronage refinds can be taxable or not or are taxable. Only the patron
himself will know, the patron shlotld be provided with the respon-
sibility of ioluding them in his report.

(The written statement filed by Mr. Wilbur M. Jonny follows:)

STAUE.ENT OP WIIVR M. JENNY, OENERA, MANAGERR, FARMERS UNION
STAT F EXCI AN(IE

Mr. (Catrnifillh, dlsttigltighed members of the conflifittee: I am Wilbur M.
Jenniy. general manager of Farmers Union Stitte Exchange, a regional farm
suily j)trtvchasing eooerative operating primarily In Nebraska. A sincere de-
Aire to be of service to farm fitinflhies in our area motivates our supply serv-
ice and has prompted me to take tfife to-present these viewpoints to you.

It aiippeais to us that the t61)bIng pdliits should be kept in mind in consider-
ing the role of bona tie farmer cooperatives and the possible effect of proposed
legislatin upon the farm patils who own these cooperatives.

1. Tie passage of the Capper-Volstead Act in 1922 established as national
agrietlffitl p61l oy the right of farmers to act together in co6perittive assoeta-
tions. The cooperative mrifketlig act of 1926 further encoturaged farmer co-'
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operatives by the establishment of a division hi the departmentt of Agriculture
to carry on a program of research, advisory service, and educational work to
assist farmers it the field of agricultural cooperation.

2. The tremendous productivity and efficiency of American agriculture is
retly traceable to Its basis of freedom and self-determination of tile family

1ylpe farming ulit.
3. 'i'hat the (contrllfltlion of farm cooperatives to the maintaining of economic

freedoli of the family farm unit, Is Indispensable. Ti failures in agricultural
pro(HlltloI In RUssia, China and other nations illustrates the value of political
a1d eolomic freedom.

leot us consider for a moment the impact of a withholding tax on cooperatives
and their patrons.

1. A wthholding tax provision applied to the patronage reftitids of farm
cooperatives will result III a negligible anoulnt of new revenue to the U.S.
Treasury. Farmers, when operations are profitable, are reporting their co-
operative patronge refund payments whether they be In cash or other negotiable
forti. Such playmnlts are reported as Income and are being taxed. A with-
holding provision would inake It necessary for the farm operator operating at a
loss to tile for reftltd of patronage reftlds withheld by his cooperative. He
would also need to file for a reftfnid on piatroillage refunds covering home living
Items which do not contrIlbtte to income in the farminfg operation. Such patron-
age refunds are actually a trade discotlht in the cost of such Items. This Is also
true of depreclable items like mahinery and equipment.

2. The history of the taxation of farmer cooperatives In Denmark indicates
that farm cooperatives (-all adjust their operations to minimize taxable itncomne.
This has been pointed out In testimony to this and other conifilittees in prior
years. Swedish cooperatives permit the payment or allocation by qualified
cooperatives to be made to the plotrons, and the cooperative can then exclde
sulch arlirns from their taxable net income. The patrons, however, mnust pay
the tax whether received Iit cash or other form.
3. Amerlcan farmers have integrated both their cooperative marketing and

processing services as well as their supply purchasing services at two or three
corporate levels. Will the farmer's rightful share of the profits of these various
operations, capitalized by his own dollars, be taxed at each of these levels?

4. We offer no objection to tile Intent of the 1051 tax legislation to reqtilre
ili'ltston of doettiotntary patronage refunds as Income. We feel, however, that
farmers shottld retAnlnthe freedom to reinvest refunds in cooperatives In order
to exilind services and favilitles.

A careful and detailed survey of our affiliated member cooperatives in Ne-
hraska Indicates that they are substantially producer owned and controlled.
The lurchltng and marketing activities are with active agricultural producers.
By no means are all of the local cooperatives tax exempt, and the exempt co.
operatives pay income taxes on additions to reserves and for certitin ,income
Items. Democratic conttrols at the commltlllty level are a distingttishing char-
acteristic of otu' group. We are sure that similar situ'titons occhr in other parts
of the (otftrv. We subifit that the self-help that a well-organized, wel-mfinaged
farmer cooperative can render to farm families is not costly to the urban
taxpayer.

The economiic pressures on the family-type farm are tremendous. Nebraska
has only 60,000 farms and ranches that produce gross income Il excess of
P,000 per year. This Is about one-half the number tHtIt received a coniparable
amotunt of income in 1925-29, adjUsting for the decreased purchasing power of
the dollar, Average farm ineoie in 1061 was 41 percent less than for factory
workers. Our farmers need enctsdrhgement In the direction of exptfidifig thlr

oleit'ative services. They must be encouraged to reiftvest cooperative savings
III order to provide themselves with marketing and purchasing at prices they
can aff6rd to pay. A withholtling tax would be a roadblck in the way of higher
administrative costs and would tend 'to dIscottrage farthers from ftily utilizing
this impl'rttifit avenue of self-help. Further attempts to reach Ifito the pockets
of every citizen, into the business operations of every corporation, savings

nfld loan associitn, saVings bank, and farmer cooperatives should be avoided.
Tils is a tine when private enterprise and indi ,dual iittilVe needs to be
encouraged,, not Iimpeded. Farmers as well as all U.S. citizens, are making and
Will continue to, make just and eqUithble coitribttions to the natioill d&ellse
and lilblic welfare.
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Senator I)oUr(,,s. Well, how would this same thing apply in the
ease of a grain marketing cooperative?

Mr. BRCK. I think we would maintain the same position.
Senator Doto 4LAs. Even though the income was derived solely from

the marketing of grain, with no purchasing of oil or' major farm
equipment or home appliances?

Mr. BFICK. I believe we would still maintain that, because there
again, in the marketing, you have a. bargaining agency and, of course,
Ihis is aside from the point that you are making that whether or not
this should be-we should withhold on that. I think there again, you
have this same situation, that the individual farmer, in most cases-I
think I am safe in saying that most cases would have to demand a
return of the amount withheld.

Senator DovoLAs. Why, because his income would be lower?
Mr. BERCK. Right.
Senator DouoLAs. Well, the present bill permits refunds and re.

funds quarterly.
Mr. BF ERCK. That is true.
Senator DoUGLAS. So why could he not take advantage of the escape

clause?
Mr. BERCK. Well, we feel that as I indicated in the testimony, the

majority-the major portion of the experience would be such that
there would be more net cost involved in withholding and consequent
refunding than would be experienced if the farmer himself indicated
these earnings on his own report.

Senator DOUGLAS. Well, you know, I have always been engaged i
a ruilning battle with the representatives of the National Tax Equaity
League and various other groups, who have insisted that savings may
be distributedd to individual members, but first to be taxed at cor.
porate rates, 52 percent, and then subsequently taxed at individual
rates. I have always stated that these Le not. profits, that these are
economies effected by tle individual by cooperative or marketing pir-
chase, and that therefore they shouldbe taxed to the individual.

Now, one reply of the Tax Equality people has been, well, that may
be true theoretically, although they do not like to grant it theoretically,
but i practice, as I mentioned to Mr. Voorhis this morning, somte
distributors are small, but I suspect it has been the practice for tie ree.
points not to report them on their income tax statements. Therefore
it is said they escape taxation.

Now, I was greatly pleased at Mr. Voorlis' statement this morning
that so far as lie was colncernoed, he favored withholding at the source
to make certain that the individuals did make their payments and tlat
in so doing this would remove oife of the arguments against coopera-
tives that the Tax Equality people have been advancing.

I would expect that if you are successful in defeating withlholding,
that the Tax Equality people will then be after you to have your
earnings or savings treated as corporate profits, subject to a 52-percedt
tax.My own advice to you, and I think yo will find that I have always
been a friend of the cooperatives my own advice to you is do not
struggle for this last pound of hesi. For heaven's sake, make it
possible for the income of theindiv idulds to be taxed.
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1['. BERCK. I appreciate that statement, Senator. I think we con-
tinue to forget the Tax Equality folks continue to forget or ignore
the nature of the farm cooperative.

Senator DouGLAS. Well I agree with you. That is the position I
have always taken. But then they say in practice the individual does
not pay taxes on the savings w]iehi le realizes, and from such knowl-
edge as I have in the farm community, I am compelled to admit that
in all probability, only a small fraction of the cooperative dividends
actually is declared.

N Now, we thought that by collection at the source or withholding at
the source we would be able to meet this objections and that we could
go before the country honestly saying that the individual pays his tax
on these economies as they are distributed to him or promised to him.

If you say no, we will not have that, we are not going to submit to
that, I think you are playing right into the hands of-I will not say
your enemies, but of tlose ho take a very different point of view on
these matters than you do.

I am disappointed, really disappointed.
AMr. BEROK._ I am sorry. However, I can only report my own case

and the fact that I have over a period of years had patronage refunds
from several different members. I have served as board member and,
as I have said, as president of the board. I have served with at least
several attorneys in the making or filling out of our regular income
tax report. Without exception the attorney has in each case spelled
out exactly to me my responsibility with regard to declaring this in-
come that I received from my cooperative activities.

Senator DOUGLAS. Mr. Berck, have just a final question. Is this
statement of yours your personal statement or the statement of the
Farmers' Union of Nebraska, or does it represent the policy of the
INational Farmers' Union?

Mr. BEnCK. This would be the Nebraska policy. I state in here the
policy established at our annual Nebraska meeting.

Senator DOUGLAS. It does not necessarily represent the policy of the
National Farmers' Union?

Mr. BEROK. That is true.
Senator DouGLAS. Do you know whether there is going to be a state-

ment by the National Farmers'Union?
Mfr. BJEROK. Not oral testimony. I understand it will be written.
Senator DouGLAS. I await that statement with interest and I hope

it will be different from yours.
Senator CURTIs. Mr. Chairman, I want to continue along but I cer-

tain concur with you in the opposition to withholding. I think that
will be a very expensive thing for the Treasury. They make refunds
four times a year. If banks are going to be put in a position of dis-
couraging small savings accounts it will be the little banks which do
not have the automatic data processing equipment. When we con-
sider the fact that the holder of just a few stocks has $50 exclusion,
which meals $100 for man and wife, the small investor is not evading
tax. There has been considerable claim as to how much revenue is
lost and I have never been able to have anybody substantiate It.

Just onequestion: How did you guess as to the propbrtimn of farm
cooperatives fhat are tax exempt and those that are operated in-
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AMfr. Brjt('I. Ai)ollt tio-#i) iln Nebraska, Senator, is our information.
Senator ('u'ns. About half of them, then, do not scec the exempt.

t loll but they just operate as aly ordIiary conicer'n -1uwll do, but they
do take advantage of the patronage refund.

Mr. BEiWI. '1 hat is correct.
Senator ('uwis. Thank you. That is all.
The (Tiiheirir.'x..'rll next witless is Mr'. Harold 0. Smith, ,h.,

exeCutive vie 1)I'Sidellt, IT1nitecl States Wholesale Grocers' Associa.
tioll, Inc.

Please proceed Mr. Smith.

STATEMENT OF HAROLD 0. SMITH; JR., EXECUTIVE VICE PRESI.
DENT, UNITED STATES WHOLESALE GROCERS' ASSOCIATION,
INC.

M1'. SKurl.I My nmie is lfl'olhl 0. Smith, ,11. I am executive vice
president of tle U[nited States Whollesale Groers' Assoointion, Inc.,
at nattional trade organ izat ion of wholesale grocers su)plying in(le.
plendelt retailers, superinlrkets, volntnry groups, and institltiofitl
aceouuilts tl'rumghotlit tile ll ited States. Or association has for mniy
years niade known to the Congress ourdeep conetrn over the inetilt, y
of tax laws that pernfit eoo1p*1atives to retain sizable cash earnings
tax free. Retained earnings by eooperatives to expand and buy ul)
competition do llot lean a savings for tile consumer 01 ilfll)roved in-
come for the producer.

Wide use of eost-redueing systems and methods are today enabling,
corporate ehains, cooperatives, and independent wholesale and retail
distributors to supply practically the same services with much the
same cost factors, operating margins, and net profit.

It. can therefore be readily mderstood that if one segment of the
food disti'ibution system is permitted a disermitnatory advantage,
sueh as means for escaping taxes on retained earnings, all other coim-
peting systems of food distribution are severely penalized.

Food distributbrs who tre hard pressed for the moneys necessary to
keep pace with modernizftion nid expfillsqioi needs, very logically ask
the question, Why should otr Federal Govetnnmnt permit this one
competitive element, referred to as "cooperatives4" to enjoy loopholes
in the law and regulations that will enable them to retail all or any
part. of their eal wings withdtit tax obligation, tluls giving them a
tremendous advantage of addttioifl tax-free wor'kiim capital?

Furtheriit e, such escapes from tax responsibilities iave reached
suth sizable proportions, they are bomid to place a nitmh heavier
burden of taxes on the American taxpayers as a whale, and industry
in l)artithtl0r, i order to provide the moneys necessary to meet Gov-
erhment exp~hdit;tn'es.

Most coo1eratives are in direct competitionl with the businesses oil
whoi the Government and the Nation tkpend for a substantial pfifl
of employffnidnt and taxes. Unless the Congress enacts the necessary
laws an'd-prvi'des adequate adntiffistri ation to reqfire cooperatives to
fully comply with the same termfls of the law governling the businesses
with whoml they coMpete, the res)onsible busiiless enterprises of
America will contillueto rapidly finish in iftmbers and share of
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markets. 'his critical situation should be of ilm I'amount concei' to
every Member of the ('eroess.
.6elorts ffrom wholesale grocers in many aleas of tle United Statessl10ow that. somle cooperativAes are usin¢i their 011*owina'0 power to gluln

Special advantages that. coul I)e in' violation of the antitrust l'Is.
lis ay explaiu the co-op interest ill tle provision in the 190i

omnibus fai'm bill which would have set up different tieatment for
cooperatives with respect, to antit-rust law violations than tile ap)li-
cation of these laws to other businesses with whom the cooperatives
compete.

Many comllntiications f ioii Aviholesale grocers received )y the Wlash.
ington headquiarters office of USWGA set forth problems resulting
fr'om cooperatives (apitalizing on their tax-exemption privileges.

)uring the month of -.March 1962 we received reports frlom: New-
burgh, .Y.: Dublin, Ga.; Danbury, Conn.: Vicksburg, Miss.: Para-
gould, Ark.; Sweetwater, Tenn.; Elgin, Ill.: Darlington, S.C.: Green-
11le, N.C.: Danville, Va.; Weldon, N.C.: Blackstone, Va.: Strouds-
!)tog, Pa.; Helena, Mni ont. Utiea, Houston, Tex.: Galesburg,
IlM.: Boaumonlt, Tex.: Cameroi, Tex.: Aftlhis, Tex.; Columbia, S.C.;
Rough, Tex.: Santa Cruz, Calif.: Riehimond, ]Ky.; Stuttgart, Ark.:
T'uvsoi, Ariz. ; Ocala, Fla. : and Pittsburg, Kans.

Some of the problems set f6rth by wholesale grocers are as follows:
A co-op In Mir0 market has grown from $10 millioli volume In 1958 to $77

inillion in 1001, aid pftliS to do $100 million in 1962. In soliciting customers. it
boasts the ability to tldersell'privately owned wholesale grocers be(hlllse It does
not have topay taxes.

We are put at a disadvantage in competing with co-ops (1ue to their tax ad-
vnllitages and their ability to borrow money from Uncle Sam at terrifiCally
low rates of interest. In our territory, most of the retailers who are members
of the (oop warehluses have their lockboxes frill of coli y lis which they some
(lay hope to redeem for cash, but those who have had the opportunity to cash
these, find It very diffi'dIt and at the discretion of the 'nntligement of the co-ops
as to when they will be willing to pay off. This backlog of capital gives them
an advantage In braying over wholesalers such as ourselves.

The co-op in our market has doubled its size in the last 3 years simply by
keeping their earned surplus il their organization, tax free. They will continue
to grow until they have put all of the taxpaying wholesale grocers out of
business.

I had rather compete with all the chains than try to compete with our local
co-op. The chains pay taxes the same as I do.

One wholesaler grocer sent us a brochure published by the local
wholesale co-op announcing their expansion iroto an exceptionally
large new warehouse after 15 years of operation. The independent
wholesaler figured the taxes his firm had paid, commetited:

If my firm had retained all or part of the Federal income taxes we have paid
since 1040, we wfitld filso have a new warehouse.

The co-op growth In our market Is stagge0ig to taxpaying businessmen. We
(,an flnd nothing in the Constitution to support tax exemption for any such
oitt06, Old will never lb ailo to iiidhrstatid how it has existed ill these
years with the sanction of the courts of otir lnil.

We can mre thtin conp te with any (,oo) li M11ir State if we reeive e(ltlai
treatment when it (omes ilnictie tax tine. Their ability to retain earnings
serves their growth an1d the retailer looks at overcharge certificates as a big
bonus although it Is not cash.

As Is known, the list o f itoths 1 citiIodties is loIg which ntie being taken
away from iMlepetIrnt dealers because of tifnr tax advantages, Goverltit
subsidies, aid iieplltAble buying lower. The list Inchffles: tires-autonmble,
trtek, and traetor; home applitces; seed, field and garden; shelf hardware;
roofihg, mOtl anid colipoi tion.
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The loss of business to these co-ops is not because of service, etc., but Is because
(if their basis of selling groceries under the tax shelter of the co-op. All we ask
is, again, that the Government give consideration to putting In the same ground
rules In the grocery co-ops that we In corporate structures are operating 0thder
from a tax standpoint. Under that basis, we will take care of ourselves and

( do not ask for Government subsidy.
We therefore respectfully urge that. the Congress face up to this

serious problem now and delay no longer in plugging up the tax-
tScapin,, loopholes by making it necessary that cooperatives be re-
sponsibie for the prompt payment of their share of the Nation's taxes
on the same identical terms as those that. apply to the businesses with
which they compete.

W1rith the chairman's permission, I would like to add this associa-
tion's endorsement of the statement of Mr. Brady 0. Bryson for the
Joint committee on taxation of the Milk Industry Foundation and the
fInternational Association of Ice Cream Manufacturers.

Thank you.
The ChARMANr. Thank you.
The next witness is Mr. Patrick B. Healy, assistant secretary,

National Milk Producers Federation; accompanied by H. R. Garstang,
general counsel.

STATEMENT OF PATRICK B. HEALY, ASSISTANT SECRETARY,
NATIONAL MILK PRODUCERS FEDERATION; ACCOMPANIED BY
M. R. GARSTANG, GENERAL COUNSEL

Mr. IIEALY. Mr. Chairman, my name is Patrick B. Healy. I am
assistant. secretary of the National Milk Producers Federation. I
have with me M. R. Garstang who is the general counsel of otr fed-
eration, who will participate with me in this testimony.

The first page of my statement is a summary wlich I can run over
rather quickly.

SUMMARY

The National Milk Producers Federation is a national farm organ-
ization representing dairy farmers and their cooperative associations.

Our bytaws requh'e 75 percent of our board of directors to be active
dairy farmers. Our statement, therefore, carries special significance,
because it. reflects the willingness of dairy farmers to pay tax currently
and at face value on patronage allocations which they retain in their
own cooperatives for use as equity capital.

We support the provisions of H.R. 10650 relating to the taxation
of cooperatives.

Basically, these provisions call for a return to th principle of the
1951 law under which one tax wOuld be collected currently on savings
inade by farmers when they process their own commodities through
their own plants at cost. 

The tax would be paid by the farmers on savings which are allocated
back to them in accordance with the legal obligation of the coopera-
tive to do so, because such allocAtions are in fact the property and
income of the farmer and not that of tle cooperative. Net margins
not allocatted to the farmers would be taxed as income to the coopera-
I ive at the regular corporate rate.
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The federation has consistently taken the position that this is a fair
solution of the cooperative tax problem. We have never asked for
tax deferment, and we have helped develop legislation to end the
present deferment which results from court decision.

As long as one tax is paid currently, tax legislation should not be
tsed to meddle in the internal affairs of farmers cooperatives or to
undermine unnecesarily their finances and credit.

While a withholding tax applied to patronage refunds would cause
some hardship for farmers cooperatives, we are willing to go along
with a general withholding provision applied across the board to
corpomtion dividends and interest and to patronage refunds.

ihe lobbying sections of the bill shou-ld be extended to include
also statements and communications to Government agencies promul-
gating regulations, which, in effect, is an extension of the legislative
process.

TiE FEDERATION

The National Milk Producers Federation is a national farm organ-
ization. It represents dairy farmers and the dairy cooperative asso-
eiations which they own and operate and through which they act to-
gether to process and market at cost. the milk and butterfat produced
on their farms.

Some of these cooperatives are bargaining associations and serve
as agencies through which farmers can bargain as a group for the
sale of milk to the milk companies which process and-distribute it.
Without such associations, farmers have no group bargaining power
and are in the position of having to take for their milk whatever price
lie dairy companies may chose to pay.

In addition to providing a measure of bargaining power with respect
to prices, many of these cooperatives check the weights and butterfat
tests of the milk sold by their members, thus eliminating the possibility
of false or inaccurate tests and weights.

Other dairy cooperatives represented through the federation are
manufacturing units. These are simply groups of farmers who, in-
stead of selling their milk as a raw agricultural product, have organ-
ized cooperatively to manufacture it in their own plants, at cost. in
order to obtain a better return by selling it in the form of finisheddlairy products.

THE FARMERS VIEWPOINT

Our bylaws require at least 75 percent of the federation's board of
directors to be active dairy farmers.

This is important, because H.R. 10650 would reestablish the prin-
ciple of the 1951 law under which farmers would be taxed currently
on patronage refunds allocated to them in the form of retained equity
capital.

Arguments have been advanced to the general effect that this pro-
vision is unfair to the farmers. These arguments have often come from
those who do not represent farmers and, in some cases, from processor
groups whose interest in this field is adverse to that of the farmer.

Because the federation's policies do reflect the vieWpoint of the
active dairy farmer, our testimony carries special significance on this
issue.

8210-62-pt. 5- 8
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COOPERATIVE COMPETITION

Cooperatives have been reasonably effective in the agricultural field,
as Congress intended they should be. They have made important coni-
tributions to the agricultural economy which, in turn, is an important
segment of the national economy.

Cooperatives provide a brake on excessive processing and marketing
margins. Whenever those margins become too high, farmers set up
their own cooperative plants and perform these services for them-
selves at cost. Likewise, when the cost of farm supplies becomes ex-
cessive, farmers provide these supplieg for themselves at cost through
their own cooperatives. In many instances, costs of marketing and
costs of production have been reduced significantly through the opera-
tion of farmers' cooperatives.

Cooperatives have been. opposed by those who would stand to gain
if farmers had no bargaining power, if they were unable to check
tests and weights, and if there were no effective controls on excessive
profits and margins.

The penetration by cooperatives into fields other than agriculture
is quite insignificant. In most cases it is less than 1 percent of total
retail sales.

THE 1051 LAW

Under the 1951 law, business enterprises operated by farmers' co.
operatives are taxed on the same general basis as similar business enter-
prises operated by individuals, partnerships, and small corporations.

The 1951 law contemplated that one tax would be paid currently and
without deferment on the net savings which farmers make when they
process their own products in their own plants at cost. It was assumed
at the time the law was passed that cooperative saving allocated back
to them-to the farmers-in the form of retain certificates would be
taxable to the farmers at full face value. The certificates were treated
as a constructive receipt qf cash and an investment of the patronage al-
location in the equity capital of the cooperative.

The law operated as it was intended for several years, and farmers
accepted it as a fair solution-of the problem.

Subsequent court cases upset the theory of the 1951 law by holding
that retain certificates are taxable to farmers at market value rather
than face value. This results in some cases in a deferment of the single
tax.

Cooperatives and their patrons recognize that this deferment is
not-in accord with the principle -of the 1951 law. The federation and
other cooperative groups began work immediately on drafts of legis-
Iation'to eliminate it.
' The federation itself developed a draft which was submitted to the
joint c0figressional staff and to the Ways and Means Commflittee sev-
eral years ago. We also worked with other groups and with the jofit
staff on other drafts.

We have opposed legislation on this question which was not limited
to the collection of taxes btit which went further and interfered un.
necessarily with the financing and credit of cooperatives.

. I
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President Kennedy's tax message recommended a return to the
princil)le of the 1951 law as a fair solution of the cooperative tax
issue. This was coul)led with a recommendation for a withholding
tax on dividends, interest, and patronage refunds.

Our board of directors approved the President's recommendation,
and we supported it at the hearings before the Ways amid Meatis Coin-
mittee.

The Department of Agriculture working with the federation and
other cooperative groups developed a revision of the Ways and Means
Committee's discussion draft. The revised draft was acceptable to
the Department of Agrictlture, the Treasury Department, and the
cooperative groups. 'he Ways and Means Committee incorporated
most of the proposed revisions in the bill reported and passed ini the
House.

We support the cooperative tax provisions of the bill now pending
l)efore the committee.

I might add here, Mr. Chairman, that this revised draft had as one
of its most, important features the bylaw consent provisions which are
contained in the bill which is now before you.

This was the thing that all of us accepted as the proper way to
solve this problem, and it is toward that part of the bill that we
direct our greatest support.

WITIIOLDINO TAX

The proposed withholding tax will present some very real prob-
lems to farmers' cooperatives, especially those trying to (et started
or those trying to expand. And there are many reasons wy patron-
age refunds, which in effect are a part of the farmer's gross selling
price, should not be treated in the same maimer as corporate divi-
dends, which are distributions of net profit. We would very much
prefer to let farmers themselves solve the matter of how much cash
they want their own cooperatives to distribute in order to provide
funds for taxes.

Nevertheless, we have weighed all these matters, and we are pre-
pared to go aking with a general withholding tax ap lied across the
board to dividends, interest, and patronage refunds. Tis we will do
because we believe the present tax deferment resulting from the court
cases should be corrected and we think acceptance of the withholding
tax may help get the matter settled. Once settled, we are hopeful
that it will stay settled for many years, and this in itself vill behelr*%ful. . ..

1, rew6ild oppose a withholding tax applied to patronage refunds
only andnot to corporate dividends and interest as vell.

The rest of this statement has to do with another part of the bill,
section 3 of the bill. I would like to have it fled, but my main iter-
est in being here is to discus, the co-;op tax provisions.

The CIARMAN. You wan t it printed in, the record
Mr. MALY. Yes sir
Senitor BYRD. withoutt objection.
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(The material referred to follows:)

LEoISLATIVE EXPENSES

Section 3 of the bill (p. 25) would permit deductions for expenses Incurred in
presenting statements and communications to Congress.

The right to petition Congress is one of our most important rights. In the
case of statements, these are presented to congressional committees at the gen-
eral invitation or request of the committee. The statements provide valuable
information concerning the effect of proposed legislation on a particular industry,
and the hearings afford affected industries an opportunity to be heard In con.
nection with pending legislation. The hearings and the statements are an im.
portant part of our democratic legislative process.

Deductions for lobbying expenses are being denied on the basis of court deci.
Alons holding that the expenditures Involved in those cases were not in the
public interest. Certainly that argument is not valid against expenditures of
the type mentioned above, and legislation is urgently needed to straighten out
this incongruous situation.

A similar situation exists in the Government agencies when regulations which
are legislative in character are promulgated. In many cases, a hearing Is pro-
vided and affected industries are invited to present statements. Expenses In.
curred In such hearings are being treated as lobbying expenses, and deduction
is being denied on the ground that such expenditures are not In the public Inter.
est. The same rule should apply to agency hearings as applies to congressional
hearings.

We rk commend that section 3 of the bill be amended to include a deduction for
expenses incurred in presenting statements and communications to Government
and State agencies.

It should also be made clear in the bill, or in the report, that expenses in.
erred in litigation before the courts are not to be denied deduction on the
ground that they are lobbying expenditures.

We believe it would be in order, also, in the bill, or in the report, to distinguish
between professional lobbying and professional public relations groups and such
organizations as trade associations and farm organizations which present to
Congress only the policies of their members. General eductional material of the
latter organizations should not be denied a deduction even though in some cases
it may be related to legislation.

In conclusion, we express again our sincere appreciation for the impoertant
privilege of appearing before this committee.

Mr. HiALY. Just one pther thing, after we developed our policy
regarding cooperative taxes this spring, it has been my privilege to
talk to many members of our association around the country. To a
very large degree, these people have reflected the viewpoint just set
forth here by Senator Douglas.

The OIArRkAN. Thank you very much.
Any question I
Senator CAsoN. You have a very fine group of cooperatives in the

State of Kansas. They have visited with me and I think expressed
their viewpoint. I was very much interested in the point you stressed,
that you think it will be a bylaw consent.

Mr. M-ALY. Yes, sir. You see, if we had to obtain individual con-
sents from great numbers of farmers it would result in unequal
treatment of members and go a great way toward breaking up the
cooperatives.

Irrespective of many things that have been done for farmers, the
farm legisation and everything else the most enduring structure that
farmers have is their cooperative, because it is a tool they use, you
see to improve their own position.

Senator CAlILSON. That is all, Mr. Chairman.
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The CHAIRMAN. Thank you very much. The Chair submits for the
record a statement of Angus McDonald in behalf of the National
Farmers Union.

(The statement referred to follows:)
STATEMENT OF ANGUS McDONALD, ASSISTANT DIRECTOR, DIVISION OF LEGISLATIVE

SERVICES OF THE NATIONAL FARMERS UNION, PERTAINING TO THm TAXATION OF
FARMER COOPERATIVES

Mr. Chairman and members of the committee. from time immemorial the
farmer has been victimized in the marketplace by unscrupulous individuals who
by means of their economic power forced him to sell at low proces. In many
instances these prices were below cost of production. Others who sold the
farmer machines, materials, and other items necessary to farm production
exacted as high a price as possible from him. Both those buying from and
selling to the farmer pooled their economic power and Joined in conspiracies to
destroy competition.

The result of such activities was to deprive the farmer of fair prices for
his products and to force him to pay privately administered prices which be-
cause they were controlled by giant corporations resulted in a disproportionate
share of the Nation's income going into the pockets of speculators, processors,
and middlemen, and manufacturers in the durable-goods industries. In order
to protect themselves from the predatory activities of such groups, farmers
organized themselves into cooperatives to pool their buying and selling power.

The organized marketing cooperatives which would enable them to get better
prices for their grain, their milk, and other commodities. They organized
supply cooperatives so they could collectively buy in large quantities at whole-
sale prices. They built grain elevators and other facilities which enabled them
to hold their grain and other commodities off the market until a better price
could be obtained. Historically, farmers marketing individually were an easy
prey to speculators who at harvesttime, when the market was glutted, bought
farm commodities at bankrupt prices and resold the commodities at double the
price paid in a few months.

One of those groups who fattened on the economically defenseless farmer
was the Minneapolis Chamber of Commerce whose nefarious activities were
brought to light by the Federal Trade Commission. The Commission, in its
complaint issued on December 28, 1923, proved that this group had deliberately
set out to destroy the Equity Cooperative Exchange, a cooperate in Minnesota.
It had denied farmers access to the market, it had engaged in a campaign of
vilification, deception, and in other activities in violation of our antitrust laws.

The activities of such groups were repeated all over the United States wher-
ever and whenever farmers attempted to improve their bargaining power. But
the farmers' cooperative movement could not be destroyed even though mem-
bers of cooperatives were harassed, persecuted, jailed and publicly exhibited
in handcuffs. No trick was overlooked; every tactic imaginable was used to
destroy the cooperative movement.

This great movement sprang from the grassroots. It was as much a part
of the life of a farm family as its church, as its participation in a farm organi-
zation. In the words of C. E. Huff, one of the great elder statesmen of the
National Farmers Union:

"The movement of cooperative marketing sprang from the soil; it was nur-
tured in farm homes; it was discussed and developed in 10,000 country school-
houses under the dim lights of kerosene lamps after the day's work in the field
had been done. Patiently it has put Just the necessary laws upon the statute
books of the States and the Nation to protect the rights of the producers in
the marketplaces. It furnished the entire capital for the earlier enterprises; it
made its mistakes and out of the integrity of the movement and of the men and
women who make it up, it paid honestly and in full for its mistakes."

Huff had reason to know intimately and feel deeply about cooperatives. He
had suffered economic privation and had seen them come in Kansas as economic
saviors to the farmers. As State president he reported in 1927 that there were
00 or 700 local units, elevators, creameries, livestock shipping associations,
and retail stores locally owned in Kansas and that the whole group-was joined
or centralized through statewide units.
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To save farmers frion Unwise interpretatlons and ap)lications of our anti-
trust laws, State legislatures and the Congress turned their attention to legishl-
thion which would permit farmers to organize for their own henefit as (lid mem-
bers of labor untons, trade associations, and stockholders In corporations. As a
restilt laws were passed by the States and the ,ederal Government legalizing
.ooperatives and deflling their dluties. The (listhietion between the farmer (o-

operative, a nonrofliit corporatlon, and the profit corporation was made clear.
underr the (1alppe-Volstead A(.t farmers were encourngel to pool their eeo-

nolllh' resources to obtain fail prices for their coliinfltles. It was made clear
however that cooperatives were subject to the antitrust laws. They could not
restrain trade, use (oersive mllethods or rabie IrIees unduly. Because the See-
retary of Agrictilture wias famillar with farm problems this law as administered
by the )epartment of Agriculture.

Enellies of farmers cooperatives frustrated by the new policies designed to
en(ollrage, protect, mid strengthen farn cooperatives decided to attack them from
another dhiection. If they could not destroy them by misrepresentation, by
marketplace chllnory an1(d Illegal coersive activities, they vould tax them oit
of existence.

As a nonprofit institiution. the eoop0rative usually had no profits. The ptIron-
age reftind represented an overclarge when It related to a stP)ply cooperative
an iid ui iderpaynlent when It related to it marketing cooperative. Tile co-
olerative was merely an agent of the farmer patrons who made lip Its member-
ship. If, however, the operativee acq(uired a building and rented it, received
Interest on Its reserves which might be loned then It Ilight have an Income
on such property. Tie patronage refund by definition could not be Income to the
cooperative. The patronage refund was Income to the patron only; tile law
required tlint tt be relorted by hlim on his income tax return.

Enemies of cooperatives uiderstald this fundamental principle of coopera-
tives bit. smarting from setbacks on the legislative front and frenzied by the
success of the great cooperatives they estal)lisled an organization flnthced by
power companies and other monopolies dedicated to one purpose and one pur-
pose 0111y: the destruction of farmer cooperatives.

Thus the National Tax Equality Association was born. The N'TEA conceived
in Millnesota by members of the Minneapolis Grain Exchange was born In
Chicago In 1943. The Farmers Union Orain Terminal AssociAtion arising from
the tonib of the old Farmers Equity Exchange had alarmed the traders and
speculators because of its un1paralleled success as a cooperative. Since that
time the NTEA has spent mnillit1ns of dollars in lobbying amnd in other ways to
(discredit oopera ties by labeling them as "tax dodgers." Tie purpose of the
NTEA is clear. Despite tile, patent unieonstitutiolitlity of their prisposal they
wisht to subject the operatives to the 52-percetit corporate income tax.

It is generally agreed that the framers of the 1951 Revelue Act intended
that )atronage refunds should be subjected to a single tax. This l)ri-i le is
also consistent with the policy statement of the National Fatrmners Union, the
statement of the President of the Uilted States on May 20, 1061, and the state-
nelt of the Secretary of the Treasury before the House Ways and Means

Committee. We emlpllasize that the Natlitl Parniers Union agrees with the
President and the Secrethry of the Treasury that all patronage refunds, no mat-
ter in what form, should be subject to an income tax.

Much has been made of the faet that two court deelsions have declared that
patronage reftiulds were not subject to taxation because their market value
cotildl not be detrlrlied. Bint the qitestion ais to whether the Congress had the
power to tax patrolage reftinds at their fair valite did not arise in these cases.
The courts simply fould no authority inI existing law to levy a tax on the
refunds.

Competent legal miltilties I)elleve strongly thiat Congress does have authority
to tax the refunds. The nienibers of a partitership0 are subject to a tax on-their
share of distribtited or unldlittibitted nitrgins appearing on the books of the
bisiess. III a iInifted partnership all metibers are subject to a tax even though
they may have no voice in the ntagement of the business. If a stockholder in
a close c orporationn receives a share of stock in lieu of a dividend he must
report the face vAlue of the stock on his income tax report even though Its
vailue eani 16t ieiiastired.

The confused langtlaige relatitfg to the taxaiility of patrottge dividends
a-liipAtfitly was inserted benuse autifrs of the legislation errdlm ethly thought
that "consent" determines vahie or that "consent" determines wlveth r or not
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thu, stated dollar amount of a patronage allocation should be included in the
imcome tax of a patron. "Consent" cannot be used as a tool to determine
whether or not the face value of a document shotild be included on a tax return.

Upon analysis, the inclusion of the provisions relating to consent appear not
only inconsistent with the taxing power of Congress, under the 16th amendment,
but ridiculous and absurd. Leaving the matter of taxation tip to the decision
of tme individual is a mischievous proposal which will be harmful to the Treas.
ury Department and to farmer cooperatives.

We, therefore, recommend that all of the language relating to "qualified scrilp"
"unqualified scrip," and "consent" be stricken from the bill.

In regard to the treatment of patronage refunds by farmer cooperatives the
following language should be inserted at the appropriate place:

"Patronage dividends: In determining the taxable income of an organiza-
tion to which this part applies, there shall not be taken into account amouilts
pail durnig the payment period for the taxable year as patronage dividends
(as detine(d in section 1388(a) ) to the extent paid in money, written notices
of allocation (as definedd in section 1388(c)), or other property with respect to
patronage occurring during such taxable year. For purposes of this title, any
amount not taken into account under the preceding sentence shall be treated in
the same manner as an item of gross income and as a deduction therefrom."

In regard to treatment of patronage refunds by the patron the following
language should be inserted at the appropriate place :

"Written notice of allocation: For purposes of this subchapter. the term
'written notice of allocation' means (without regard to the terms of the docu-
meat or whether or not the distrlbtitee has consented to take .such document
into accounlt at its stated dollar amount) any capital stock, revolving fund
certificate, retain certificate, certificate of indebtedness, letter of advice, or
other written notice, which discloses to the recipient the stated dollar amount
allocated to hin by the organization and the portion thereof, If any, which
cmnstitutes a patronage dividend."

Il regard to the inclusion of a patronage refund the following langtiage
should be inserted in the proper place:

"Tme written notice of allocation shall be taken into account at its stated
dollar amount."

Finally, we urge the comilittee not to depart from the half century old con-
gressional policy of encouraging farmer cooperatives. We think this policy has
been a wise one. We have tried to indicate briefly why the farmer is entitled
to help himself by strengthening his bargaining power by means of coopera-
tives. We fear that the bill in Its present form is discriminatory and confus-
ing. Members of cooperatives will be encouraged to patronize businesses who
do uot reqctire "consent." A premium will be placed on nonmneibership in a
cooperative. The legislation will indirectly weaken cooperatives and thereby
affect the farmer adversely.

The CIITJMAN.. Next witness, Mr. Wilfrid E. Rumble, of the Na-
tiolial Federation of Grain Cooperatives.

STATEMENT OF WILFRID E. RUMBLE, IN BEHALF OF NATIONAL
FEDERATION OF GRAIN COOPERATIVES

Mr. RvmMnLE. I am Wilfrid E. Rithble, of the law flirm of Doherty,
Rulable & Btifler of St. Paul, Mim. I represent, and this statement
is presented on beliftlf of, the National Federation of Grain Cooplera-
fives, a. federation of 27 regioiithl or federlated grami mnarketilig co-
Operatives which are farmers' marketing organizattbls servin, ap-
I)oxlMately 2,700 local fal fel's' marketilng associatins.

I also speak on behalf of Land O'Lakes Creofmoilos, Inc., a fedei'a-
tioh of daihy coopevntiv'es and individual dairy fatiors located in
11iilnesota, Wisconfsin, Iowa, North and Soiuth Dakoti, anid a few
other Westeil States; the Farilrs .Uliofi Grain Termiinal Associa-
tion, a federated lnal'ketilg coo)erative whose meiiibers are co6pera-
tive elevwtdr assoo1tiois loCated PiHiAPillY ill Mihltfesbta, Not'thAild
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South Dakota, and Montana; and the Farmers Union Central Ex.
change, Inc., a farmers' supply cooperative whose members are com.
p osed solely of local cooperative associations engaged in selling petro.
leum products and other articles used by farmers in the production
of food and fibers and located principally in Wisconsin, Minnesota,
North and South Dakota, and Montana. The total farmer member.
ship of these organizations and their member associations exceeds a
million farmers.

The cooperatives which I represent have appeared before this com-
mittee and the Committee on Ways and Means of the House of Repre.
sentatives on several occasions during the past 15 years and have
presented testimony and statements with respect to the proper and
fair taxation of the earnings of farmers' cooperatives by the U.S.
Government.

These statements have dealt with the nature of farmers' cooper.
tives, the manner in which they operate, the income tax treatment of
them by Congress and the Internal Revenue Service since 1918, the
volume of business done by them, the reasons why we have felt that the
earnings of a farmer cooperative which are refunded to its members
and patrons pursuant to a binding legal obligation created prior to
the transactions out of which the earnings accrue should be taxed to
the patrons and not to the cooperative, and other factors bearing upon
the situation.

Perhaps the most thorough presentation in respect to the taxation
of cooperatives was made during the symposium conducted by the
Coinuttee on Ways and Means of the House of Representatives in
December of 1959. In the statements there filed I think this com-
mittee has the information it needs to decide the questions that may
be involved here.

In testify ing before the Committee on Ways and Means of the
House in May of 1961, in respect to the recommendations made by
the Secretary of the Treasury to that committee to implement those
made by the President in his recommendations on tax revision, I said
that the cooperatives I am representing today unqualifiedly support
the recommendations made to that committee by the Secretary of
the Treasury; that the suggestions of the Secretary were fair and
reasonable; that a bill embodying those proposals will be accepted by
the great majority of the farmers of this country and will be enfore-
ible in the court and that it would end the unfortunate dilemma in
which the Internal Revenue Service has found itself since the 1951
amendment of the Revenue Code and would undoubtedly result in
some additional revenue for the Government.

The Secretary of the Treasury stated to the coinlittee at that tithe
that it was estimated that the proposed legislation would produce
approximately $30 million of additilial revenue.

I make the same statement to this committee on behalf of my clients,
qualified only by what I shall say later in respect to the proposed
withholdiig tax.

I propose to discuss with this committee the provisions of H.R.
10650, relating to cooperatives, and to give you the views of my clients
in respect to tose provisions.

The bill you have before you goes beyond the recommendations of
the Secretary of the Treasury as made to the Committee on Ways and
Means. I I

1774



REVENUE ACT OF 1062

The Secretary of the Treasury then stated to the Committee on
Ways and Means, referring to the recommendations of the President:

Under the recommendations, cooperatives would be allowed to deduct amounts
allocated in cash or scrip as patronage dividends and the patrons would be
taxable on the patronage dividends allocated to them.

See exhibit VII, attached to the Secretary's statement on recom-
mended tax treatment which begins on page 224 of volume 1 of the
hearings before the Committee on Ways and Means on the tax recom-
mendations of the President which hearings commenced May 3, 1961.

As passed by the House, the provisions of H.R. 10650, dealing with
the taxation of cooperatives, are extremely technical and compli-
cated. Fundamentally, however, the bill provides that the gross in-
come of cooperatives is to be determined with patronage refunds in-
chided in it and that cooperatives may have these options:

(1) Pay income tax upon earnings at regular corporate rates,
which with most cooperatives would mean a 52-percent rate; or

(2) Pay patronage refunds in cash or its equivalent in which
event the patron recipient of the refunds would include them in
his gross income andthe cooperative would deduct or exclude
them; or

(3) Pay patronage refunds in paper, for which the patron
could receive cash from the cooperative within 90 days from the
date of issuance of the paper-such refunds would be included by
the patron in his gross income and the cooperative could deduct
or exclude them; or

(4) Secure from their patrons and members a written agree-
inent to include in their gross income for tax purposes at face
value all refunds paid to them regardless of the form in which
paid; refunds paid to patrons signing such agreements would be
deductible by the cooperative and taxable to the patrons; or

(5) Adopt after the date of the enactment of the Revenue Act
of 1962 a bylaw providing that membership in the organization
will constitute a consent by the members to take a written notice
of allocation into account in making their tax returns. This con-
sent will be effective:

(a) Only as to members as distinguished from nonmember
patrons;

(b) As to a member only after he has received a written noti-
fication and copy of the bylaw, and then

(c) Only as to patronage of the member with the organiza-
tion occurring after receipt of the notification and bylaw.

Refunds paid to a member subject to such bylaw provision would
be includible by the patron in his gross income and the cooperative
could deduct or exclude them.

The-overall result is that patronage refunds which the patron must
include in his gross income are deductible by the cooperative. All
other earnings of the cooperative are subject to tax at regular corpo-
rate rates.

I wotild like to deal with the above alternatives in the order set
forth above.

1. Under this alternative the cooperative would pay, roughly, one-
half of its net earnings to the Government. It would pay the other
half ,to its patrons or members in some form of nondeductible paper.

1775



REVENUE ACT OF 19062

(All real cooperatives are required to distribute net earnings to mei.
ber patrons or to both member and nonmember patrons in some form
or another annually or oftener.) The cooperative could retain ap-
proximately half of its net earnings for corp orate purposes.

Many people think this would prevent further expansion or im.
)rovenient of facilities and thus reduce or destroy the effectiveness of

the cooperative in its effort. to improve the economic condition of its
farmer patrons. It would make it extremely difficult for eool)eratives
to pay their long-term obligations to banks and others or to borrow
flnids on any basis. It wouhd put a stop to revolving fund operations
or at. least greatly increase the revolving period, and would sharply

reduce the value of cooperative paper now held by patrons or here-
after issued to them.

There are, of course, a few cool)eratives which, because of the nature
of their operations, do not need capital and can and do pay, patronage
refunds in cash, as to which the harsh results I have outlined would not
apl Ay, but they are few and far between and their earning. on the
whole are not large.

2. Under this Option, if the cool)erative paid refunds in cash or its
equivalent, it would have nothing left with which to build its capital,
pay its long-term obligations or revolve its outstanding paper. It
could pay part. in cash and part in nondeductible paper'-as to which
it would pay the Government its tax. Thus the cooperative miight
pay no tax and the patrons pay tax upon tile entire distribution, or
the cooperative could pay a. tax onl plart and the patrons a tax on1 the
remainder.

3. The third option, the so-called 90-day paper, is, in my opinion,
the equivalent. of paying in cash, and really such paper would differ
from a demand promissory note only with respect to tlie maturity date
and the interest factor.

Many patrons would unquestionably present the paper for redemi)-
tion, and it is too niuch to expect that many farmers would hold the
paper if their neighbors, were cashing it and thereby requiring those
patrons who had not done so to maintain the cooperative for theirbene~fit.

Furthermore, this option would result in gross discriMinintion be-
tween patrons in the payment of patronage refunds. Those patrons
who had the interest of their cooperative at heart would hold the paper
and (et no cash, while those who did not-aid who might not be
members or even producers-would receive cashl.- That would not be
equitable and wduld surely cause trouble within the cooperative.

Further, all of tile disadvantages of (1) and (2).above would apply
here, on the assumption that most of the 90-day paper would -be pre-
sented for payment. The dimfiulty of munainging the flinancia l affairs
of the cooperative uftnder this option would be great. Most good niin-
agehidits want. to known iln advance of a fiscal year appoximately
whitt. funds are going to be available. It is essential that they have
this hinftltifttion. Uider this optiti it would be impossible to esti-
mate because noie could kiow or even guess how nuch paper woold
be presented for payment. .p o

4. On its face, this optioh, which is the written consent option, may
seem to be fair and just. One could argue that if patr6is believe thit
the net. eaitgfts of their cooperative shofild 'be taxed to them and n6t
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to the cooperative, they have it within their power to accomplish that
result by simply saying so in writing.

This sounds simple and right, but it; is far from the fact. Letters
to patrons would not secure even a substantial number of agreements.
Most patrons could not be contacted at the office or plant of the co-
operative. The only practical waty to do the job would be by direct call
upon the patron. Many cooperatives lhave more than 400 patrons-
some have many thousands. The expense of direct calls would be
tremendous and not all patrons could be reached. Of those reached,
some would not sign the agreement.

Here again would be gross discrimination-the loyal patron rein-
vesting all of his refund in his cooperative at, the cost of a tax to
himself and none to the cooperative, the other type taking paler at
no tax cost to himself but at a heavy tax cost to the cooperative.

5. The fifth option-and I might say here that if it were not for
this option, what I say later in respect to this bill would not be said.
W~e would strenuously oppose this bill if it did not contain the bylaw
provision.

6. Most cooperatives with which I am familiar and their members
believe as I do that the bylaw provision is a fair and practical way of
solving the problem, although even that provision presents great
difficulties. It would be effective only as to members, and most farmer
cooperatives do a substantial business with nonmember patrons.
However 2 the fact remains that if members of a cooperative believe
in the principle we advocate, i.e., that earnings of cooperatives should
be taxed to patrons, they could themselves adopt the provision, and
if they did not believe in the principle they could reject it at ai prop-
erly called and held meeting of which all lad adequate notice.

The cooperatives I represent here have advocated for years a single
tax upon the earnings of cooperatives and that this tax should be imi-
posed at the patron level. We still believe in that principle. We
recognize that as a. result of court decisions the earnings of many
cooperatives are not being taxed at any level. We want that situa-
tion corrected. We believe the bill under consideration will correct
it, but we do not think such drastic steps need be taken to accomplish
that result.

We think the statement of the Secretary of the Treasury, found in
exhibit VII mentioned ab6ve, d6imonstrates that cooperat'ves differ
radically from the ordinary profit corporation and also establishes
that the tax treatment proposed by the Secretary woufld be upheld
by the courts. In effect, hie says that patronage refunds paid pur-
suant to a preexisting obligation should be deductible by the coopera-
tive and taxable to the patron recipient regardless of the form in
which paid, or, as he puts it:

The form of a patronage dividend should not affect its tax treatment. As
Indicated earlier, the proposal woUld allow a cooperative to deduct from ineothe
and require a patron to include in ineme patronage dividends that the coopera-
tive is under a legal obligation to allocate. The proposal would require this
treatment regardless of whether the patronage dividend is paid in the form of
(ash, property or scrip. Since all of the elements which must be'present for a
cooperative to deduct patronage dividfleds pil in cash must also be present
for It to deduct patronage dividefls-pitd in dcrip, there does not seem to be
sufficient reason for treating the two'differently. If under the terms of the
cooperative's obligation to the patron the cooperative may make allocations In
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scrip, the patron should be treated as having accepted the scrip, and as reinvest.
lg it in the cooperative. The patron has, in effect, agreed to allow the coopera.
tive to substitute one obligation for another.

I would like to say here that all of the witnesses that have appeared
before you today and I think all that will appear before you today
and tomorrow are in one way or another directly representing groups
who will be affected by whatever action you may take in respect to
this bill. The only person of whom that cannot be said, whose testi-
mony is available to you, is that of the Secretary of the Treasury,
who represents no )articular group, who speaks for our President and
for all of the people of the United States, and whose sole interest, I
believe, is the collection of revenue which, in his opinion, should be
paid to the Government. We believe the Secretary's proposal is a
simple, effective way to handle the problem. Nevertheless, we believe
that with the bylaw provision as it is in this bill, extended, however,
so as to apply not only to members but to patrons who have notice
of the provision, most cooperatives can live with the bill, and if for
some reason or any reason the recommendations of the Secretary of
the Treasury cannot be substituted for the provisions of the bill, rather
than have the present situation continue, we would support the bill.
The. withholding provisions involve a somewhat different situation.

There is a wide split of opinion among taxpayers--including co-
operatives and their patrons--concerning the proposed withholding
tax. It will certainly be a tremendous adinistrative burden and an
expensive one for most cooperatives. In many instances this expense
will exceed the amount of tax withheld, and the combined cost and
tax will cost a good deal more than the amount of the refund.

Many cooperatives have thousands of patrons, and in these and
other cooperatives substantial numbers of refunds are less than $10.
Frequently it will not be known at the time the tax must be withheld
whether the refund is taxable to the patron or no. Even if so taxable,
the patron may not owe any income tax and in those instances he will
have to claim a refund if he is to recover the tax withheld by the co-
operative and paid to the Government. Many patrons, if the tax
withheld is small, will not bother to make the claim, and the result
will be an unjust windfall for the Government.

There are other unjust attributes of the tax but they need not be
here described I think the withholding tax, however, is something
we can live with provided some reasonable minimum is placed upon
patronage refunds as to which the tax will apply and provided, of
course, that the same withholding tax is imposed upon all corporate
dividends and interest payments as is proposed for cooperatives.

I also think that all dividend and patronage distributions made by
one cooperative to another should be excluded from withholding.
Similarly I think all income distributio~fs from one profit corpora-
tion to another should be excluded from withholding. If this were
done, the withholdint tax would, of course, be appFed only at the
local level, which is tte oifft where it should attack y

The CHARMAN. Thafit you very much, Mr. Rumble.
Any questions?
Senator CARLSON. Just this, Mr. Chairman.
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Mr. Rumble, I know of no one in the Nation who has had more ex-
perience with co-op taxes than you have. Is it not your opinion that
in the interest of the co-ops themselves, we should pass legislation such
as in this bill?

M r. RUMBLE. You mean exactly as in this bill, or substantially?
Senator CAIRLSON. Substantially. You have some reservations, of

course.
Mr. RUMBLE. Yes, sir; I do think it is in the interest of the co-ops

to do that.
Senator CARLSON. I see also you think we should retain the bylaw

consent instead of rewriting other provisions of the law.
Mr. RuMBLE. That is vital.
Senator CARLSON. Thank you.
The CHAIRMAN. Thank ou, Mr. Rumble.
The next witness is Mr. Earl Blaser.

STATEMENT OF EARL BLASER, LIVE OAK, CALIF.; ACCOMPANIED
BY RICHARD JOHNSEN, EXECUTIVE SECRETARY, AGRICULTURAL
COUNCIL OF CALIFORNIA

Mr. BLAsF . My name is Earl Blaser. I am a farmer from Cali-
fornia. I am not a technical man in the sense of being an attorney or
an accountant, so I have asked Mr. Johnsen of the Agricultural Coun-
cil to appear with me if there are some questions on the technical side.

I have a report here which I will go through.
My name is Earl Blaser. I live and farm near Like Oak, Calif. I

am appearing before your committee today as an individual farmer
and as a representative of the Agricultural Council of California.

The Agricultural Council of California represents approximately
93000 farmer members of 68 farmer cooperatives and their local
affiliates throughout California. Speaking today, I represent these
farmers and the off-the-farm businesses they own and control. In
addition, I should like to speak as an individual farmer who is a
member of and actively participating in several farmer marketing
cooperatives. I am test ing here today rimarilthe provisions of section 17 of H.R. 10 65 p which apply to farmer
cooperatives and their members.

It was initially encouraging to me to see that Congress was placing
cooperatives and their members in the same section of the bill. You
see, I am one of the farmers who has had to wrestle with the uncer-
tainties and inconsistencies of our present cooperative tax laws over
the past decade. I had hoped that section 17 of this bill would bring
clarity and certainty to the tax treatment of proceeds of the coopera-
tive operation at both the cooperative and member level. However
after studying the provisions of section 17 as passed by the House o#
Representatives it seems to me that the proposal will generate more
uncertainties, more confusion and more chaos than we have suffered
over the past 10 years, and I do not believe that the clarifcations
requested by President Kennedy and Secretary of the Treasury Dil-
lon will be forthcoming. Therefore we -re appearing in opposition
to'section 17 of H.R. 10850.
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Let 1me Sl)eak spe(.ifically about farmer inarketing co)eratives, as
1 am most. familiar with tlem. For farmers to get together to start
a marketing cooperative or expand an existing" one or, in fact? evenI
to maintaill tle existing ones, requires capital--large amounts of capi-
til in today's business world. in order to supply i major portion of
this Cal)ital for his cooperative, the farmer is willinr to defer the
re4il)t of all anually deei'mu i1led stated per uilit Or percentage
almlotIlt. of his gross JCOmlIe f rom farm prodtlzaion.

In ot-her words, using a specific example of the canning cooperative
to which I belong-last year I agreed to leave with my operative
$4.50 for capital purposes on every ton of tomatoes I de ivered. The
unit, cost. is Calculated each year by the farmer board of directorss 11l
is set to cover the Iecessar y processing and capitalization costs of the
operation. The per untit deduction l hils 1no relatioisli) whatsoever to
the net earnings of the cooperative. I expect that this $4.50-per-ton
retail will be revolved to me in cash in aI)p)roxiniately 7 years. Regu-
lar i'evolvement of noncash allocations is customary witIl our farmer
cooperatives.

Uii(ler current law, sect ion 522 of the Internal Revenue Code, which
will )e repealed by -1.11. 10650, permits the farmers COOl)cerative to
exclude from gross income any fixed capital retains which are retained
under a preexisting contract' and other specific requirements. Also
under present Treasury regulations, noncash allocations made by my
cooperative to me as a" farmer are included in my income in Ihe year
in which they are redeemed.

However, for the future, 1.R. 10650 does not, to my knowledge,
at either the cool)erative or farmer-member level, (leal with the ques-
tion of fixed-per-unit retains. Obviously they cannot be classified
as "patronage dividends" since they are in no way related to "net earn-
ings:" Since section 17 of the bill purports to deal with the full range
of proceeds from cooperatives' operations, what will be the status of
these fixed-per-unit retains if the bill is passed in its present form.?

In talking with some atcofffitants and lawyers at home, the possi-
bility was raised that these per-unit retains wold not be exelttdibl6
frMin the cooperatives' gross income and therefore would be subject
to regular corporate tax rates. We are stu that the Congress does
not intend this drastic conseqU16nCe, howeVer, it is an exam-ple of the
tnertfhlities, confusibli$ and clos whikh forces us to oppose section
17 of the bill.

Jnciidititlly, .the use of the term "net earnings in the definition of
"patronage dividends" in the bill is foreign to my vocabutlary in
speaking of my coopetratives. We have always believed and practiced
that the cooptrative itself has no earnings, since it has a legal obliga-
tion to return all proceeds above operating costs to its farmer-mobers.
I, as the fariter, have the eaiihgs. At the very least it wotild appear
that H.R. 10650 shOtild attempt to define the term 4?net earnings."

There are mnny other cffiplex problems in H.R. 1060-section 17,
indlttdIg labk of claity in the hantdlifng of Poolitig provisions, the
doubling up of ijiixome tax dtitfig the transitfn ptriod, and the, un-
cerftain position of federated cooperatives.

Laying aside the techiifclm detils, let us look at the realities. Our
farmers and, I am sure, farmers across the Natioh, are being fAced
with greater and greater problems in the marketifig of thdlr pfodftts.
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To biell) themselves improve their net income, many farmers have
joined together to market their products. This self-help approach to
fp'ovilg farm net inome has for many decades been wholeheartedly
edlIor'sed Iw ('on gress, as well as by this and most preceding adminis-
tIit ions. Tile etect of section 17 as written will be to discourage this
longstanding congressional policy, to substantially weaken existing
farmer ('ool)eratives, and preclude the formation of new ones at a time
wh en t he greatu, need exists for improved farmer bargaining power.

We believe that the longstanding congressional intent can be main-
tathed by a simple metho. Since 1957 we have had in our California
State intcomie tax laws a provision which gives the farmer the option
of referringg payment of the tax on his noncash allocations until such
time as he , celvVes the cash. This has worked very satisfactorily in
otii1 State and I believe has once. and for all insured the full payment
of income, tax on all earnings at the farmer-member level. It would
also be extrenly helpful to the Nation's farmers if it were incorpo-
rated in any tax legislation referring to noncash allocations from a
farmer cooperative. As you can easy recognize, there is no loss of
revenue nor any escape from taxation by tlis program. It is merely
a referrall of time of payment, similar to that enjoyed by the average
taxpayer who I)urchases Government saving s bonds. It has one great
advantage in that it negates the necessity for complicated legislative
langtage during the transition period to assure that taxes are paid.
In addition it permits the individual farmer the right to continue his
eurrient method of either cash or accrual reporting and does not require
lin to handle noncash allocations in a different method from his nor-
mna bookkeeping practice.

Senator Jn,NNFIT. May I In1terrupt at this point?
Is there a revolving pei'iod in the California law?
Mr. BLASER. No.
Senator BEiNNirr. The co-op can keep it indefinitely if they wish?
Mr. JOHNSEN. There was no necessity, Senator, of placing one in

the California law because of our revolvement period. We recognize
that on a national level there Might be a, necessity. Therefore we Are
recognizing that on a 9- or 10-year basis

Senator BNNm-r, You say there was no necessity ift California
because of your revolviehnt period ?

Mr. JoHnsEN. Yes, sir.
Senator BENNfrrr. Do you mean to say that all co-ops have a re-

volvemeht period regartldless of the fact that the law does not re-
quire it?

Mr. JoHNsprN. The vast majority of them. In fact, we had a survey
last Septembor thrit fouiid out thit our revolvethotit period was ap-
proximlitely 4 mofiths hitotr State.

Senator BJnNE-r. Do you have any tlit have no revolvement
period?

Mr. JonspN. There may be some that do not, but we feel the vast
majority have them.

Senator 13NNxr. Yet you feel the Federal law had better write
it in?

Mtr. JoUnst;N. We feel it would help to write it in the legislation.
Atr. BLAs.tI. Shall I go on?
Seilitor WitLUA3is (presiding). You may proceed.



REVENUE ACT OF 1962

Mr. JILASER. Perhaps to assure that no moneys escape tax. lion there
should be a maximum revolving period-say, 9 or 10 years-after
which the farmer would be required to include the amount of his non.
cash allocation in his income tax for that year, in the event that it has
not been redeemed by his cooperative. A time limit, in my opinion,
would accomplish two things: It would assure the Government that
the tax would be paid, and secondly, it would force a cooperative that
may be retaining noncash allocations for an indefinite period of time
into a reasonable period of revolvement.

May I hurriedly y point out another area in this bill which will be
detrimental to the farmer and his attempts to help himself through
his cooperatives. Section 19 of the bill applies a 20 percent with-
holding tax on all patronage dividends. The application of a with-
holding tax to farmer cooperative patronage dividends would work
a hardship on the individual farmers because it would require at
least a 25 percent increase in retains in order for their cooperatives
to have available the same amount of money to do the job for the
farmer members. This would make it far more difficult for a group
of farmers to organize a new cooperative. The results of such a with-
holding tax will unquestionably be a weakening of farmer cooperatives
and a lowering of the net returns to farmer members.

I have expressed to you ..ome of the points which I feel will woirk
hardships on our country's farmers who are attempting to help them-
selves through the farmer cooperatives they own and control. I know
from personal experience that without my farmer cooperatives I would
be in an unfavorable bargaining position with a few big buyers. In
years of large production these concerns have and I assume will con-
tinue to stop buying a particular product when they have enough
for their own needs. This leaves the farmer without a home for his
product. The cooperatives to which I belong, and I am sure this is
true in all marketing cooperatives, provide sufficient facilities to
handle all of the farmer members products.

I belong to farmer cooperatives, and I am sure most of my fellow
farmer do, for the reason that we are assured of a home for the
products we produce, and we are further assured that the organization
we own and control will process and market the products we produce
in the most efficient manner to make possible the greatest returns
We do not feel that the U.S. Senate should adopt the provisions of
H.R. 10650 which will result in hardships on all farmer cooperatives
and the individual farmers who are trying to help themselves to im-
prove their net farm income under longstanding congressional policy.

We thank you for this opportunity to testify and urge you to delete
sections 17 and 19 of H.R. 10650 unless they are substantially amefided
to protect the farmer and his farm cooperative.

Senator WU.UAMs. Thank you, Mr. Blaser.
Excuse me. Since there is a vote on the Senate floor I must go

over there immediately. I will come back afterthis vote if you have
anything to add to your statement at that time.

HEARINGS RESUMED

Senator HBzNaq=T (presiding). Gentlemen, I see no reason why we
should n't go forward with the hearings. We are here to see that
everybody gets heard and I am sure Senator Byrd will agree that the -
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first man who comes back from the Senate vote should resume the
hearing.

Senator BENNETT. Mr. Bryson, you may come forward and present
your statement.

STATEMENT OF BRADY 0. BRYSONt COUNSEL, JOINT COMMITTEE
ON TAXATION OF THE MILK INDUSTRY FOUNDATION AND THE
INTERNATIONAL ASSOCIATION OF ICE CREAM MANUFACTURERS

Mr. BRYSON. Mr. Chairman I appear as counsel for the Joint Com-
mittee on Taxation of the Milk Industry Foundation and the Inter-
national Association of Ice Cream Manufacturers.

I have a written statement which I should like to file for the record
and then proceed orally to cover as much of the statement as time may
permit.

Senator BENNmT. Your prepared statement will be inserted in the
record following your oral presentation. Do you want to offer all the
exhibits that have been attached?

Mr. BRYSON. Yes; we do.
Senator BENNmET. You want them printed in the committee's rec-

ord, or do you want them in the file?
Mr. BRYSON. If it is permissible, we would like to have them in the

iecord. Each is from an organization, not merely an individual.
These are organizations that would, I think, like to be on record on
this issue.

Senator BENNETT. May I reserve that decision for the time being?
Not being the chairman, I hesitate to accept that much material for
the record. Printing of the record is an expensive business and you
must have 60 pages here.

Mr. BRYsoN. Yes, sir. We represent and speak for some 175 dif-
ferent business organizations here today.

Senator BENNET. This would give you a very disproportionate
share of the total record.

Mr. BRYSON. I might suggest that if the chairman should rule that
these materials should not F3e included in the record, that in any event,
the list- of those who have submitted these Qndorsements of my state-

ent,-
Senator BENmvr. I am sure that I am on safe ground in admitting

those generally copies of related letters are put into the file of the
record rather than reprinted in the body. Tut I will withhold the
decision on that and you may proceed.

Mr. BRYSON. We would be happy, certainly, to proceed in the
normal fashion.

I would like to say that these endorsements of which we have been
speaking come from a number of distributing and retail groups who
are in competition with cooperatives in other iidustries such as hard-
ware, farm implements, coal, bakery products, tobacco, grocery prod-
ucts, and petroleum products, so that in view of these endorsements
and our own membership our statement can be fairly taken as pre-
senting, the views of a highly representative cross section of privately
oWnedtbusiness establishments, especially medium and smaller busi-
ness establishments throughout the country.

82190-62--pt, 5 -9

1783



REVENUE ACT OF 1962

These are business establishments which are in daily competition
with cooperative corporations. This is not competition in the opera-
tion of farms; on the contrary, it is competition in the many indus-
trial, manufacturing, and commercial lines in which cooperatives do
business today.

The basic plea which these privately owned businesses have ad-
dressed to the Congress over and over again is that, when farmers or
any other persons embark in cooperative form upon competitive in-
dustrial and commercial business activity, they should be required to
pay the same taxes at the business level as are imposed on other
business.

The proposed Revenue Act of 1962, as presently written, proceeds
in exactly the opposite direction. It contains a series of complicated
devices intended to excuse cooperative corporations of all but the 20-
percent, withholding tax, while continuing to impose the heavy burden
of a 52-percent corporate income tax-as well as the 20-percent with-
holding tax-on their competitors.

In the case of consumer cOOl)eratives, whose modern mercantile and
food stores decorate some of the biggest shopping centers and who do a
business running into many millions of dollars, the bill would not im-
pose a penny of tax on either the cooperative or its patrons.

Proprietary business is obliged to protest this highly discriminatory
treatment with all the vigor at its command i and to indicate its de-
termination to continue to do so, if this bill is enacted in its present
form, until the day comes when a more equitable basis for the rela-
tive taxation of proprietary and cooperative business is adopted.

Apart from this most extreme unfairness to competing business,
the bill is also open to many other serious criticisms, of which we
should like to mention a few.

The practical effect of the bill is to impose a 20-percent tax on the in-
come of a cooperative; but in the most complicated fashion imaginable.

The bill begins with the assumption that cooperative corporatiolns
are taxable on their net earnings without adjustment by reason of aly
allocati6n or distribtitif to patrons out of sueh earnings. So far so
good.

Then it, elintiiles friom the eooperfttive's tax base any portion of the
earnings paid to patrons in cash. This alofie is a real break for co-
operatives, bat we have consistently indicrted a willingness to live
with this treitmntit of' cash divides.

Next, the bill elimififtes in like fashion dividetids paid in property,
at fair market valie. We can also live with this.

A third eltifiniltiofni is patron age divideids VaId in currently re-
deemable scrip-and we can even go lo with this.

Then, however, the bill eliminaites all trnpaid amounts to the ex-
tent merely allocated on the books topatrons who have given a written
c6ii.eit to treat such allocations as income for' tax pWrposes, or to
members who have retained memberships in the face of a bylaw
which says that they have consented to such tveliitmit.

By now the entire cooperative tax base has been effectively elimi-
nated-if the cooperative succeeds in pas§lng tle bylaWi or secuitig
the writtencosents.

This, of course, will be easy enough to do, piimhifily b~dtiuse the
bill also imposes a 20-percent Widillolding tax on patroiage divdeiids,
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including unpaid allocations. Most. patrons do not pay income tax
at a rate appreciably higher than 20 percent. Accordingly, the pa-
trons will not mind "consenting" since their tax on the unl)aid alloca-
tions is collected from the cooperative, and nothing comes out of their
1)ockets.

For all practical purposes, the net result is that the cooperative will
1)ay over to the Treasury, a tax .measured by 20 percent of its earni-
tugs, and in most cases no other significant tax will be collected. TIlis
is anything but a fair result, but in any event the same tax could
have been collected, very simply, by making the regular corporate
income tax applicable to cooperativies, with a 20-percent rate, and
excluding patronage dividends from patrons' gross income.

The way of reaching this result under the b ill is unbelievably com-
l)licated, however, with potential trouble at every turn:

(1) It, requires literally thousands of written consents frol
scattered customers-the status of all of which should be verified from
year to year by the Internal Revenue Service since they may be
evoked at any time.

(2) It requires a revision of the bylaws, with appropriate notice
mid action by directors, members, shareholders, et cetera, of virtually
all existing cooperatives; and confirmation by the Service that this
has been properly done.

(3) It opens the door, as Ave shall later describe more fully, to
litigation on the validity and the tax effects of the so-called consents.
(4) It enlarges the administrative burden of the Service by re-

quiring the processing, every year, of hundreds of thousands of credits
or refunds due cooperative patrons, many so small as to be the source
of little more than a headache.

(5) It likewise adds one more complication in the preparation of
the antal tax returns of these hundreds of thousands of cooperative
patrons. ,

(6) It creates the problem of properly treating in both coopera-
tives' and patrons' returns, and upon audit, those situations in which
unpaid allocated amounts are not properly qualifiedd," whether be-
cause not redeemable in cash as specified, or because consent has not
been procured as required. These problems arise at three points, not
merely oice, when the allocation is made; when the right to it is
disposed of; and when it is pa-id.

(7) It makes necessary the fornifulation and enforcement of a whole
host of special rides relating, to such things as the time periods in
which deductible _patronage dividends and allocations must be made;
the effect of poolfig arrangements; the treatment of related earn-
ings and patr6nage occurring in different years; special relief to the
cooperative where nonqualifleid allocations are redeemed in later years;
special provisiotis for dividends relftting to personal goods or capital
goods; for the transfer of allocation rights by gift or legacy; for the
manner of payig redeemable aMloWitiois ana of giving notice of the
right of redAf i5tion. and so of.Thi l ally alof these problem areas, many of which may never be
satisfactorily admiiiistered could have been avoided, With no signfi-
cant chatige In the taxes collected, by simply applying the corrate
income tax to cooperatives at a rQuced rate of 20 percent--analogous
to the 80-percent rate on corporations having incomes of $2M,000 or
less--and excltiding patronage dividends from patrons' hicioe.
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It is plain that the prime reason this was not done is that coopera-
tives have stubbornly refused to accept the status of taxpayers, even
at a special rate; and some way had to be found to put the tax, in
form at least, on somebody else, regardless of the resulting admin.
istrative headaches.

It is nothing less than shocking to realize, under a tax system in
which even charities are expected to pay tax on business income, that
out-and-out business corporations such as cooperatives ae still un-
willing to recon izo an obligation to pay taxes on their own income.
It is equally disturbing to see that the Congress might accommodate
itself to this attitude.

Even putting the administrative problems aside, it is also plain
that taxation by consent is wholly inappropriate in the present
circumstances.

The draftsmen of the bill- have outdone themselves to make it
ossible to say that all the income of a cooperative will be taxed at

least once--thus apearing to plug an acknowledged loophole-while
at the same time effectively limiting the tax to 20 percent and tech-
nically imposing it not on the cooperative corporation but on its
customers, even though they neither possess nor enjoy the income in
que i ion. In the case of consumer cooperatives they have not even
closed the loophole in this limited way.

This is done by resort to the patent fiction that the customer-who
has the low tax bracket-becomes the real taxpayer, in lieu of the
cooperative corporation, by consenting to become responsible for the
tax. Nevertheless, we find that the cooperative actually pays the
tax-which is gratuitously described as a witholding tax despite the
fact that no dividend payment from which the tax might 'be with-
held is made to the patron. Thus the patron turns out to have no
Iax responsibility after all; and his so-called ( sentt is not really a
consent to become a taxpayer, but simply a c( sent to be called the
taxpayer so long as somebody else pays the t x on the income he
does not receive.

The whole arrangement thus reduces itself to nothing more than
a clever device' whereby the cooperative corporation is allowed to
borrow the low tax bracket of its typical patron, thus keeping its tax
pii yment at a minimum regardless of the size of its income, and en-
abling it to avoid accepting the technical status of a taxpayer.

If two individuals were to work out a similar scheme to treat one
of them-who ha. a low bracket and little income--as the taxpayer
In respet of the income of the other, who actually keeps and uses
the income, it would be considered outrageous today. If it turned
out, moreover, that the high-bracket individual was also putting up
the money for the tax, the arrangement would be quickly. charac-
terized as completely transparent.

It seems wrong that the Congress should lend its approval to a
plan of this kind, purporting to base tax liability on a theory of
consent in circumstances where the so-called consent will not in fact
result in an assumption of the real burden of any tax. .

There is also a suspicious air of unreality about the manner in
which the so-called consents are to be obtained. A cooperative merely
passes a bylaw-which few of its hundreds of members ever read or
really care about-since the cooperative will pay the tax in most
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caseto the effect that they have consented. This is enough, under
the bill, to permit the cooperative corporation to use their low 20-
perCent bracket. The notion not only that the patrons are in fact
bing taxed, but also that they are willing to be taxed, on the income
whih the cooperative keeps seems to be a little absurd in these
circumstances.

The same result will be achieved where so-called written consents
are used. The bill says nothing as to their form except that they shall
be written. It may be expected that for the most part they will
appear in the fine print of some order form the customer dealing with
ftie cooperative corporation is asked to sign. The right to revoke this
consent will certainly not be given any prominence, if mentioned at
all. Then for years afterward these so-called consents will be relied
upon to justify deductions because not revoked in writing. Again, of
course, most of the patrons could not care less, for the cooperative
will continue to pay the tax-at 20 percent. We at least find it im-
possible to delude ourselves to the point of believing that such a cus-
tomer has become a real taxpayer or has even expressed a real willing-
ness to become a taxpayer.

The arrangement in the bill is ingenious-but this is a thin kind
of ingenuity. The Congress has a responsibility to all taxpayers, not
just to cooperatives, in this situation. Its tax policy must be non-
discriminatory and entirely fair. Above all, it cannot properly en-
dotse devices which prevent the imposition of tax on real income in
the hands of those who produce, control, and enjoy it.

There will be some patrons, of course, whose tax bracket exceeds
20 percent. Some of these, refusing to treat uncollectible book allo-
cations as income, will discover-too late-that the cooperative had
passed a bylaw or lhd secured their signature to a fine print consent
in an order form. The sense of being trapped into a tax will bring
some of them Into court to protest% what they regard as a pretty flimsy
basis for taxation.

Ultimately some court will hold that the so-called consent in the
particular case Was given under such a basic misuniderstanding of its
significance as to deprive it of any real volition, and hence of validity;
or, more generally, thit the statutory structure invalidly attempts to
ceate income where none exists.

The latter holding is already predidtable, in light of the Lotig Poul-
try Farm case (249 F. 2d 726, ,th Cir. 1957) in which a bylaw of the
cooperative p ovided thht book allocations--
shall have the same status as though they had been paid to the patrons in
cash * * * and the patrons had then furnished corresponding amounts for
capital for the association.
The patron, Long Poultry Farm, had retained its membership in
light ofthisbylaw, and therefore had consented to this treatment fully
as much as the present bill prescribes. Nevertheless the court held
that it would "exalt fiction and ignore reality" to treat a book alloca-
tion as taxable income in this situation.
We do not see any sense in runing headlong into litigation of this

kind, either on the facts or on the law. The Congress may expect
that the result of such suits will bi-ing the Treasury and proprietary
business before it again to correct the same loophole which should iiot
be allowed to develop for the second time. The bill contains no clear
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provision to the effect that if the patron is held not taxable, the coopera-.
tive will not be allowed a deduction. Absent this, exactly the Same
hiatus that was created under present law by the Long Poultry larmn
case, whereby nobodv at all is taxed on income allocated on the books,
Im be expected.

The technicians have expressed the view that to put. a saving clause
in the. bill to cover this situation would be a confession of doubt as
to whether the so-called consents produce taxable income. The doubt
is already obvious to any careful lawyer and there is nothing to be
gain ed.by playing ostrich in this respect.

We feel thit the provisions in the bill are bad provisions. They are
bad because they ignore the basic principles that income should be
taxed to those who earn and enjoy it; and that only trouble can be
expected when the law tries to treat A as the taxpayer in respect of
B's income.

We believe that the only proper solution to the present problem,
and the one which can be most easily administered, is to make coop-
erative corporations taxable like all other business corporations. if
some tax subsidy is then thought necessary, let the cooperative cor-
poration deduct distributions paid in cash or cash equivalents other
than the cooperative corporation's own indebtedness. This treat-
ment would still give cooperatives a su!)stantial tax advantage over
their competitors, but we would go along with this concession in the
interest of seeing a workable solution enacted.

Thank you.
Any questions?
Senator BENNIFv. No. Do you want to rule on this question of

whether to accept these letters and telegrams? I
Senator WILrIA-5S. I would suggest. tht you can stibmit your ap-

pendix, your telegrams to the committee for our information, but I
do not thlik we can make it a part, of the record.

Mr. BiYsoN,. Mr. Chairman, would it be satisfactory to include a
list of the persons and'6rataizatiohls from wlhnl tlese 'telegrams and
letters have been received

Senator WIL ,rA S. I will accept it at this time, subject to the rti-
ing of the chairvtn.

Mr. BnYsox. Thaihik you.
(Afr. Bryson's prepared statemffit, a list of associations and pro-

fessiftnal groups endorsing his statement anld a list of the persons an1d
organizations who posted the telegrams referi'ed to above follow :)

STATEMENT OF BflADY 0. BaYsoN, COUNSEL, JOINT COMMIrEE oNL TAXATION OF
TIlE MIL INDUSTRY FOUNDATION AND THE INTERNATIONAL ASsOCIATION OF IC9
CREAM MANUFAoTtRES, ON TiIE TAXATION OF COOPEMATIVES-SETION 17 OF
THE REVENUE BILL OF 1002

Mr. Chairmiln and members of the coniniittee, I am Brady 0. Bryson, a praetle-
Ing attorney of Washington and PhIlAd-lehia. I appear as counsel for thb Jo1it
Committee on Taxation of the Milk Industry Fudtioin aftil the Internationll
Associttloio of Ice Creatih Manifactiirers.

The Jofit'Coniniittee on Taxation represents a large nthifiber of diry product
manufacturers spread across the country. Among these are some 'cooperatives,
but we appear here for the owners of proprietary businesses. ,

We speak also for a substantial number of distribiting and retail groUps in
competition with cooperative in other industries, such as hardware frm iple
ments, coal, bakery prodivcts, obho, grbdry products, haidpearolem prodlet;
and we should like permission, Mr. Chairman, to insert in the record at the ap
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propriate place a series of communications from these groups endorsing what
we say.

In view of these endorsements and our own memberships, our statement can
fairly be taken as reflecting the views of a highly representative cross section
of privately owned business establishments-especially medium and smaller
sized establishments-throughout the country.

These are business establishments which are in daily competition with coopera-
tive corporations. This is not competition in the operation of farms. On the
contrary, it is competition in the many industrial, malufacturing, and commercial
lines in which cooperatives do business today.

The basic plea which these privately owned businesses have addressed to the
Congress over and over again is that when farmers or any other persons embark,
in cooperative form, upon competitive industrial and commercial business ac-
tivity, they should be required to pay the same taxes at the business level as are
imposed on other business.

The proposed Ievenue Act of 1062, as presently written, proceeds in exactly
the opposite direction. It contains a series of complicated devices intended to
excuse cooperative corporations of all but the 20-percent withholding tax, while
continuing to impose the heavy burden of a 52-percent corporate income tax-
as well as the 20-percent withholding tax-on their competitors.

In the case of consumer cooperatives, whose modern mercantile and food stores
decorate some of the biggest shopping centers and who do a business running into
hundreds of millions of dollars, the bill would not impose a penny of tax on either
tile cooperative or its patrons.

Proprietary business is obliged to protest this highly discriminatory treatment
with all the vigor at its command; and to indicate Its deterniinatlon to continue
to do so, if this bill is enacted in its present form, until the (lay comes when a more
equitable basis for the relative taxation of proprietary and cooperative business
is adopted.

Apart from this most extreme unfairness to cofipeting business, the bill is
also open to many other serious criticisms, of which we should like to mention
a few.

1. TIE BILL REPRESENTS AN UNBELIEVABLY COMPLICATED WAY TO IMPOSE A 20-
PERCENT INCOME TAX ON COOPEIRATI'ES

The practical effect of the bill is to Impose a 20-percent tax on the income
of a cooperative; but in the most complicated fashion Imaginable.

The bill begins with the assumption thfttteooperatlve corporattions are taxable
on their net earnings without adjustment by reason of any allocation or dlistribu-
tion to patrons'out of such hearings. So far, so good. Then it ellifiithhts from
the cooperative's tax base any portion of the earnings pald to platrons In cash.
This alone is a real break for cooperatives, but we have consistetifly itldt 1td a
willingness to live with this treatmetit of cash dIvIvid~flds.

Next, the bill ellnmifites in like fashion diVidends paid in pfidpprty, at fair
market value. We can also live with this.

A third elififnatln is patronage dividenfds paid in currently redeelnfblc
scrip-and we can even go along with this.

Then, however, the bill eliinfittes all uitlffitl amtfnits to the extent merely
allocated on the books to patrons who have given a written obtbsent to treat
such alloc tionis as income for tax purposes. or to members who have retail
membership in the face of a bylaw which says thiat they have consehtod to such
treatment.

By now the entire cooperative tax base has been effectively elifiiiilted if tile
cooperative succeeds in passing the bylaw or securing tile written consents.

This, of coifrse, Wili-be easy enllugh to do, prinhilly because the bill also i1-
poses a 20-percent withho1dibg tax on patroige dividends, inlihig ufiiaid
allocations. Most patrons don't pay Incoie tax at a rate illireeiaibly lighel. than
20 percent. Accordingly, the patrons won't jiiiil "consenting" since their tax
on the unpaid illodfations is collected ftin the coperative--and nothing comes
out of their'tockets.

For all practiclpurposes, the net result Is tht tti colip, five Will 1ay over to
the Treasury a tax measured by 20 percentt of ts earnings, aid in most cases
no other significant tax will be collected. This is anything but a fair result,
but in any event the same tax coull(] have been e cllected, very simply, by making
the regular corporate income tax apliIcable to cooperatives, with a 20-percent
rate, and excluding patronage dividends froln patrons' gross incoie.
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The w y' of reaching' thit result tuder the bill 1' unbelievable -i64plcate,
however, with potential trouble 4t every turn., t4 • 1. c•(1) It reqUtres literally thousndsof witten consent from scattered

customer-the _tatus of all of which shboidbe verfied from year to year
by the Internal Revenue service since they may be revoked at any tinm

(2) It requires a revision of the bylaws, with, appropriate' notice and
action bY directors' members, shareholders, etc., of virtually all existing
cooperatives; and' connrmaton by the Service that this has been' pOper
done.

(8) It opens the door, as we shall later'describe more fully, to-litigation oi
the validity and the tax effects of the so-called on"ts. - ..

(4) It enlarges the administrative burden of the Service, by requiring
the proceing, every yeat, of hundreds of thoUswands of credits or refunds
due cooperative patrons, many so small as to b 'the source bt lttle more
th a t a h e a d a c h e . . . .. .

(5) It likewise adds one more comply atlon' In' the preparation Of thp
annual tax returns of these hundreds of thousands of cooperative patrons.
(6) It creates the problem of properly treating in both cooperatives' and

patrons' returns, and upon audit, those situations in which unpaid allocated
amounts are not properly "qualified"-whether because not redeemable in
cash as specified, Or because consent has not been procured as required,
These problems arise at 8 points, not merely once; when the allocation Is
made; when the right to It is disposed of; and when it is'paid.

(7) It makes necessary the formulation and enforcement of a whole host
of special rules relating to such things as the time periods in which deduct-
Ible patronage dividends and allocations must be made; the effect of poolng
arrangements; the treatment of related earnings and patt'onage occurrin
In different years; special relief to the cooperative where nonqualifled
allocations are redeemed in later years; special provisions for dividends
relating to personal goods or capital goods; tor the transfer of allocation
rights by gift or legacy; for the manner'of paying redeemable allocations
and of giving notice of the right of redemption; and so on.

Virtually/all of these problem areas-many of which may never e satietae
torily sidministered-could have been avoided," with no significant 'change i
the taxes collected, by simply applying the corporate income tax to cooperatives
at a reduced rate of 20 percent (analogous to the 806percent rate on corporal.
tons having Incomes of $25,000 or less), and excluding patronage dividends
from patrons' income.

It Is plain that the prime reason this was not done is that cooperatives' hav
stubbornly refused to accept the status of taxpayers, even at a special rate and
some way had to be found to put the tax, in form at least, on somebody else,
regardless of the resulting administrative headaches.

It is nothing less than shocking to realize, under a tax system in which evea
charittes are expected. to pay tax on business income, that put-and-out business
corporations such as cooperatives are still unwilling to recognize an obligate, 0
to pay taxes on their own income. It Is equally disturbing to see that the
COngress might accommodate itself to this attitude.

2. TAXATION BY' "CONSenT' IS WHOLLY INAPRaOPRIATE,.Xq THE PX8ZN T'CQNTEXf

Vven pitting 1he adfiitnistrative problems aside, It is also pla that taxation0
by consent is wholly inappropriate ii'the present clircustnees.

The draftsmen of the bill have outdone themselves t6 make it possible bt say.
that all the lireome of a cooperative will be taxed it least on0e- us airing.
to plug A-n ackeiiOledged Ibbihole--while at the, same' time, effect vely :iniith*
the tax of 20 percent and technically ImpOsing It, not on the cooperative 'cr-
poraton but on-its customers, eveh though they neither posses A orenjyt
Income Itn question..(In, the" ease o.consnn(r cooperatives' The* hale x ot eVefl
closed the loopholfin tIs finilte WAY.)

"This is dAne by resort to th Atent 'fiction that the custom -wl, Ia tol
low tax .bracket-become the r al taxpayer, In lieu of the o_06r e cr por-
nton'bv "ensentine to , b me respo i for the , oevrtheelesas ' t
that" te Coop ,?atlv actually ,ayi. the tak;-whIch 1Ai grtuIto6sy des bedt
a "wIthhbid9nt taXi' despite the fact that no di idend payment o iwhith

tAx ii te withhe1loI -made6 tthe ptt. ThsUep toltu ot
a :consent to Wecoset k payer,iUy sim*.ly eon~euit to' bea d th a
so lonk as somebody else pays the tx, on the Income he doe'not receive.,
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The whole arrangement thus'reduces Itself to nothing more t4a&4 a clever

device whereby the cooperative corporation is allowed to borrow the low; bracket
of Its typical patron, thus keeping its tax payment at a minimura regardless of the
siWe of its income, and enabling it to avoid accepting the technical status of
4 taxpayer.

If two individuals were to work out a similar scheme -to treat one of them-
who has a low bracket and little income--as the taxpayer in respect of theIncome of. the other, who actually keeps and uses the ijicowA, it would beconsidered outrageous. If it turned out, moreover, that the high-bracket, idt
vidual was also putting up the money for the tax, the arrangement would be
quickly characterized as completely trans rent.

It seems wrong that the Oongrese should lend its approval to a plan of this
kind, purporting to base tax liability on a theory of consent in circumstances
where the so-called consents will not in fact result in an assumption of the
real burden of any tax.

There is also a suspicious air of unreality about the manner In which the
so-called consents are to be obtained. A cooperative merely passes a bylaw-
which few of its hundreds of members ever read or really care about (since
the cooperative will pay the tax in ost cases)-to the effect that they have
consented. This is enough e , rmit the cooperative corpora.
ions to use their low rcent bracket. The no not only that the patrons

are in fact being ta , but also that they are willing e taxed, on the Income
which the cooper ve keeps Seems a little absurd In the circumstances.

The same t will be achieved wh so-called writen nsents are used.
The bill says othing as to their for ex that they sha be written. It
may be ex that for th o it pr they w appear In th "fine print" of
some order the c mer ealln with th cooperative rporatlon isasked to . The t to revo e this osent 11 certainly not given any
promine Ii ment ned at all.

Then or years a t consent ill be reli upon to
Justify deductions because no I writing A.11in, of co rse, most
of the trons couldn't care or e c ra e wlI continue pay the
tax-a 20ere We, at MidIt IM e to d uebr st hpoint believing such c to- has e a real xjayer or has even
expr a real illin so e a

The rrangeme t in the s this In kind of gennlty.
The ngress has a respon I Sity to t ers, not Just to doopeI ts in
this si nation. I tax must n scriminatory and ent ely fair.Above' 11, it can ot r endor dev ch prevent the mposition
of tax real ico e e00l control, a eoI

.ON XS RNEVITAMIL9, YET Lto Dr ?#OT XP SLY ASS AT LEAST

There wil some pat of cour who racket ex s 20 percent.
Some of the refusing to I etibie k allocatto as Income, will
discover-too - that the cooperat le had passed a by or had secured
their signature to "fine print" consent In" an order-fo The sense of being
trapped Into, a tax bring some of them Into-co to protest what they
regard as a pretty films Bis for- taxation.

Ultimately-someort wi th, consent e particular case
was given under such a bai.cmisun ers ending of Its si as to deprive
it of any real volition, and hence of validity;, or, more gen ,that the statu.
tory structure invalidly attempts to create income where none ets.

The lattr hldigie already predletable, in light of the Lo" Poul"tr Farm
case (249 P. 2d "O,4th O r. 1957) In which a bylaw of the cooperative provided
that book allocations "shall havethe same status as though they had been paid
to the patrons In cash * " and the patronS had- then ftrnished correspondingamounts for capital for the association." The-patron, Long ;Poultry Farm, hs.d
retained is membership In llght Of this bylaWiand beforer: had consentt'to this treatment fully as much asthe present bill pr ribes, -eve.:thelee the
court heldttha It wWould exait fiction and Ignote reaJlty, t6 treat a book allo(a.
don as t4*ablo income ilithiSltiation .

We doi't see 4 'Sense In ruling headlong into lIltigationf thi klhd,eithernthe f:acts oz'the law. The Congress mayv expect that+ the result of Uch suit
wil bring the Tra,.sury an4 proprietary business beforelitagain to c~rreet the
same bOphole which should not be alloweV to develop for the second time. 'ia

BEST AVAILABLE COPY
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any event, the bill contains no clear provision to the effect that If the patron Is
held not taxable, the cooperative will not be allowed a deduction. Absent this,
exactly the same hiatus that was created under present law by the Lang Poultry
Farm case, whereby nobody at all Is taxed on Income allocated on the books, miay
he expected to develop.

The technicians have expressed the view that to put a saving clause in the bill
to cover this situation would be a confession of doubt as to whether the so-called
consents products taxable income. The doubt Is already obvious to any careful
lawyer and there Is nothing to be gained by playing ostrich in this respect.

TIE PROPER SOLUTION

We feel that the provisions in the bill are bad provisions. They are bad
because they Ignore the basic principles that income should be taxed to those
who earn and enjoy it; and that only trouble can be expected when the law tries
to treat A as the taxpayer in respect of 13's income.

We believe that the only proper solution to the present problem-and the one
which can be most easily administered-is to make cooperative corporations
taxable like all other business corporations. If some tax subsidy Is then thought
necessary, let the cooperative corporation deduct distributions paid in cash or
cash equivalents other than the cooperative corporation's own indebtedness.
This treatment would still give cooperatives a substantial tax advantage over
their competitors, but we would go along with this concession In the Interest of
seeing a workable solution enacted.

Thank you.

ASSOCIATIONS AND PROFESSIONAL GROUPS ENDORSING TIIE STATEMENT O BIIAIY 0.
BRYSON

American Association of Small Business, Inc.
American Retail Coal Association.
Civic Association of America.
Material Handling Equipment Distributors Association.
Motor & Equipment Ma fi ufadilrers Association.
National Association of Flour Distribttors.
National Association of Refrigerated Warehouses, Inc.
National AssoeiatiodnOf Retail Clothiers & Furnishers.
Nationfil Association of Tobacco Distributors.
National Association of Wholesalers.
Air Conditioning & Refrigeration Wholesalers.
American Research Merchalmdslig Institute.
American Surgical Trade Association.
Applii-fibe Parts Jobbers Association, Inc.
Association of InstittitonillDistibfltors.
Automotive Service Industry Association.
Central Si01ily Association.
Farm Eqtfiplnent Wh6lesalers Association.
Federal Wholesale Druggists Association.
Flat Glass Jobbers Association.
Food Service Epiifflnnent Iidtistry, Inc.
Hobby Industry Association Of America.
Independent Shoemen.
Laundry & Cleaners Allied Trades Association.
Nitional-American Wholesale Lumber Association.
National Associatlonof Electrical Distributors.
National Association of 6 usI6i6l MHerchandise Wholesalers.
Natloital A ssoclititon of Textile & Apparel WholesalOrs.
National Beer Wholesalers Association.
National Btildihg Maklterial Distributors Association.
NatiOnal Caidy Wholesalers Association, Inc.
NVatlbioul Eleetrdilic Distributors Association.
NatltHl Food Distributors Assoclhtion.
National Frozen Food Association, Inc.
National Locksmiths Suppliers Association.
Natinl Paper Trade Association, ite.
National Wheel & Rim Association.
INiailal lioesale Duifggists Association.
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National Wholesale Furniture Association.
Northamerican Heating & Airconditioning Wholesalers.
Optical Wholesalers National Association.
Sporting Goods Jobbers Association.
Toy Wholesalers' Association of America.
United States Wholesale Grocers Association.
Wallcovering Wholesalers Association.
Wholesale Stationers Association.
National Coal Association.
National Pickle Packers Association.
National Retail Farm Equipment Association.
Alabama Farm Equipment Association, Inc.
California Equipment Dealers Association.
Carolinas Farm Equipment Dealers' Association.
Deep South Farm Equipment Association.
Florida Retail Farm Equipment Association.
Georgia Farm Equipment Association.
Illinois Retail Farm Equipment Association.
Indiana Implement Dealers' Association, Inc.
Intermountain Association Hardware & Implement Dealers.
Iowa Retail Farm Equipment Association, Inc.
Kentueky Retail Farm Equipment Association.
Mar-Del-Va Farm Equipment Association, Inc.
,iheltigan Farm Equipment Association.
3id-South Farm Equipment Association.
Mid-West Retail Farm Equipment Association.
Min neota Implement Dealers' Association, Inc.
M1ississippi Valley Farm equipment Association.
Montana Hardware and Implement Association.
Mountain States Hardware & Implement Association.
New England Retail Farm & Power Equipment Association.
New Tersey Lawn, Industrial & Farm Equipment Dealers' Association.
New York Farm Equipment Dealers' Association.
North Dakota Implement Dealers Association.
Farm & Power Equipment Retailers of Ohio.
Oklahoma Hardware & Implement Association.
Pacific Northwest Hardware & Implement Association.
PemsylvIania Retail Farm & IndustriIl Equipment Association.
South Dakota Retail Farm Equipment Association.
Texas Hardware & Implement Association.
Trl-Sitate Hardware & Implement Association.
Virgflia Farm Equipment Association.
Western Retail Implement & Hardware Association.
Wiscoisin Implement Dealers' Association.
National Retail Furniture Association.
XNatlohhl Retail Hardware Association.
Alabama Retail Hardware Association.
Arkansas Retail Hardware Association.
California Retail Hardware Association.
The Hardware Association of the Carolinas.
Comiectcult Hardware Association.
Georgia Hardware Association.
Florida Hardware Association.
IIllnois Retail Hardware Association.
Indiana Retail Hardware Association.
Intermountaih Association.
Iowa Retail Hardware Association.
Kentlubky Retfil Hardware Association.
Loulsliaa Retail Hardware Association.
M ississippI Rethil Hardware Association.
Michigaia Retall Hardware Association.
M111ilesota Retail Hardware Association.
Misqourl Retail Hrdware Association.
Nebraska Retail Hardware Association.
New X ingiamild Hardware Dealers Association.
New York State Retail Hardware Association.
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North Dakota Retail Hardware Association.
Ohio Hardware Association.
Pacific Southwest Hardware Association.
Pennsylvania & Atlantic Seaboard Hardware Association.
South Dakota Retail Hardware Association.
Tennessee Retail Hardware Association.
Virginia Retail Hardware Association.
West Virginia Hardware Association.
Wisconsin Retail Hardware Association.
National Retail Merchants Association.
National Selected Morticians.
National Small Business Association.
National Soft Wheat Millers Association.
National Wooden Box Association.
Taxpayers Educational Association, Inc.
Northwest Furniture Retailers Association.
Northwest Independent Dairies Association, Inc.
Northwestern Retail Coal Dealers Association.
Southern States Industrial Council.
Southern Wholesale Tobacco& Candy Association.
Southwestern Peanut Shellers Association.
Alabama Petroleum Jobbers Asociation.
Arkansas Oil Marketers Association.
Associated Industries of Arkansas, Inc.
Arkansas L P Gas Association.
Arkansas Wholesale Grocers Association.
Florida State Retailers Association.
Illinois Retail Merchants Association.
Indiana Bakers Association.
Iowa Associated Businessmen.
Iowa Independent Oil Jobbers Association.
Independent Grain Warehousemen's Association of Iowa.
Associated Industries of Kentucky.
Kentucky Consumer Finance Association.
Kentucky Merchants Association.
Kentucky Wholesale Grocers' Association.
Michigan Tobacco & Candy Distributors Association.
Missis&sippi Retail Lumber Dealers Association, Inc.
Missouri Oil Jobbers Association.
Montana Automobile Dealers Association.
Montana Wholesale Grocers Association.
North Carolina Association "of Latifiderers & Cleaners, Inc.
I independent Livestock Marketing Association.
Ohio Petroleum Marketers Association, Inc.
Lumber Dealers Association of Western Pennsylvania.
Tennessee Wholesale Grocers Association.
Dairy Products Institute of Texas.
Wisconsin Bakers Association, Inc.
Wisc6nsln Retail Furniture Association.
Wisconsin Retail Lumbermen's Association.
Cairo Chamber of Commerce (Illinois).
Detroit Milk Dealers, Inc.
Food Industry Committee of Detroit.
Kansas City Livestock Exchange.
(dlasco Chamber of Commerce (Kansas).
St. Joseph Livestock Exchange (Missouri).
Ofmilla Livestock Exchange.
South Omaha Merchants Association.
Fltidlay Chanbr of Commerce (Ohio).
Sioux City Livestock Exchange.
Sioux City Stock Exchange.
Sioux Falls Stockmen's Exchange (South Dakota).
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LIST OF PERSONS AND ORGANIZATIONs WHO POSTED TELEGRAMS

plui L. Courtney, executive vice president, National Association of Wholesalers,
1001 Connecticut Avenue NW., Washington, D.C.

J. I). Henderson, national managing director, American Association of Small
Business, Inc., 404 St. Charles Avenue, New Orleans, La., April 13, 1962.

B. J. Johanson, executive vice president, American Retail Coal Association,
Chicago, Ill., April 18, 1962.

William R. Noble, secretary and counsel, Material Handling Equipment Distribu-
tors Association, 1028 Connecticut Avenue N.W., Washington, D.C., letter,
April 13, 1962.

A. J. Tirri, administrative assistant, Motor & Equipment Manufacturing Associ-
ation, New York, N.Y., telegram of April 13,1962.

W1. P. Tanner, chairman, committee on legislation, National Association of Flour
Distributors, New York, N.Y., telegram of April 13, 1962.

Richard M. Powell, president, National Association of Refrigerated Warehouses,
Inc., Tower Building, Washington, D.C., letter, April 5,1962.

Iouls Rothschild, executive director, National Association of Retail Clothiers &
Furnishers, 1257 Munsey Building, Washington, D.C., letter, April 12, 19062.

Joseph Kolidny, managing director, National Association of Tobacco Distribu-
tors, New York, N.Y., telegram of April 11, 1962.

Robert L. Shannon, executive secretary, Farm EqUipmnent Wholesalers Associ-
ation, Minneapolis, Minn., telegram of April 13,1962.

J. J. Mulrooney, executive vice president, National-American Wholesale Lumber
Asociation, Inc., 3 East 44th Street, New York, N.Y., letter, April 13, 1962.

S. M. Van Kirk, general manager, National Building Material Distributors Asso-
ciation, 22 West Monroe Street, Chicago, Ill., letter, April 9, 1962.

C. . McMillan, executive secretary, National Candy Wholesalers Association,
1343 L Street NW., Washington, D.C., letter, April 12,1962.

Robert Dl. Lee Hall, vice president, National Coal Association, 1130 17th Street
N.W., Washington, D.C., April 12,1962, letter.

W. R. Moore, secretary-treasurer, National Pickle Packers Association, 430 South
Second Street, St. Charles, Ill., letter of April 3,1962.

Charles R. Frederick, executive vice president, National Retail Farm Equipment
Association, 2340 Hampton, St. Louis, Mo., letter of April 5, 1962.

Derek Brooks, vice president and director of Government relations, National Re-
tail Furniture Association, 822 LaSalle Building, 1028 Cofiflectictit Ave NW.,
Washington, D.C., letter of April 12, 19062.

Russel R. Mueller, managing director, National Retail Hardware Association, 964
North Pennsylvania Street, Indianapolis, Ind., letter of April 5, 1962.

.John C. Hazen, vice president (Government) National Retail Merchants Associ-
ation, 801 Sheraton Building, Washington, D.C., letter of April 13, 1962.
ational Selected Morticians, Chicopee, Mass., April 13, 1962, telegram.

John A. Gosnell, general counsel, National Small Business Association, 801
19th Street NW., Washington, D.C., letter of April 2, 1962.

Rondal M. Huftman, secretary, Nationl Soft Wheat Millers Asssociation, Ciii-
cago, Ill., April 18, telegram.

II. It. Hudson, executive vice president, National Wooden Box Association, Barr
Building, Washington, D.C., letter, April 11, 1962.

1. Clay Liafleld, executive director, Taxpayers Educational Association, Inc.,
SPost Office Box 9352, Allandale Station, Austin, Tex., April 12, 1962, letter.

Northwest Furniture Retailers Association, 4206 Raitnier Avenue South, Seattle,
Wash., April 14, 1962, telegram.

X Herman Olson, executive secretary, Northwest Independent Dairies Assoeia-
tion, Inc., Minneapolis, Minn., April 13, 1902, telegram.

ff. Hanson, secretary, Northwesten Retail Coal Dealers Association, 1014 Fotr'th
Avenue South, Minneapolis, Minn., April 13, 19062, telegram.

Tyre Taylor, general cotlnsel, Solithern States Industrial CouncIl, 1103-f111
Stahlman Building, Nashville, Tenn., April 9, 1962, letter.

Patriela H. Duggan, executive secretary, Atlanta, Ga., and Wayne Wilkes, chair-
man, legislative committee, Memphis, Tenn., Southern Wholesale Tobacco aid
Candy Association, April 12, 1962, telegram,

Sydney C. Reagan, general counsel, Southwestern Peanut Shellers Association,
3840 Greenbrier Drive, Dallas, Tex., April 13, 1 62, telegram.

Richard C. Belser, the Alabama Petroleum Xobbers Association, Montgomery,
Ala,, April 18, 1962, telegram.
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Jack 3. Davis, executive secretary, Arkansas Oil arketers Association, Little
Rock, Ark., April 14, 1902, telegram.

Frank W. Cantrell, executive vice president, Associated Industries of Arkensas,
Inc., Little Rock, Ark., April 13, 1062, telegram.

Pat Walsh, executive secretary, Arkansas LP Gas Association, Little Rel, tele-
gram of April 12, 1962.

William L. Humphries, executive secretary, Arkansas Wholesale Grocers Assocla.
tion, Little Rock, Ark., April 13, 1902, telegram.

Dallas L. Hostetler, executive director, Florida State Retailers Association, 114D
South Park Avenue, Winter Park, Fla., April 12, 1902, letter.

Joseph T. Meek, president, Illifltis Retail Merchithts Association, 20 South Wa.
bash Avenue, Chicago, Ill., April 9, 1062, letter.

F. A.. Doll, Indiila Bakers Association, Indianapolis, Ind., April 13, 1962, tele
gram.

Geo. Potgeter, president, Iowa Associated Businessmen, Eldors, Iowa, April 12,
1962, telegram.

U. F. Bock, chairman, IOwa Independent Oil Jobbers Legislative Tax Committee,
Garner, Iowa, telegram of April 14, 1902.

James A. Potgeter, secretary, Independent Grain Warehousemen's Association- of
Iowa, Eldora, Iowa, April 12, 1962, telegram.

Rayburn Watkins, Associated IndUstries of Kentucky, 200 West Chestnut, Louis.
ville, Ky., April 12, 1962, telegram.

Robert E. Featherston, executive vice president, Kentucky Consumer Finance
Association, Lexington, Ky., April 13, 1962, telegram.

Frank W. Sower, president, Kentucky Ierchants Association, Louisville, Ky.,
April 12, 1062.

E. V. Inman, Jr., executive secretary, Kentucky Wholesale Grocers' Association,
137 East High Street, Lexington, Ky., April 12, 1962, letter.

Michigan Tobacco and Candy Distributors Association, Lansing Mich., April 13,
telegram.

E. B. (Ted) Lemmons, executive secretary-treasurer, Mississippi Retail Lumber
Dealers Association, Inc., Post Office Box 1968, Jackson, Miss., letter of April 3,
1962.

John R. Hi61n, executive vice president, Missouri Oil Jobbers Association, Jeffer-
son City, Mo., April 11, 1962, telegram.

Willift H. Fredericks, secretary-manager, Montaina Automobile Dealers As-
sociation, Helena, Mont., April 13, 1962, telegram.

E. B. Andrus, Montana Wholesale Grocers Association, Lewistown, Mont., April
13, 1962, telegram.

Fred Dodge, executive ,secretary-treasurer, North Carolina Association of
Launderers and Cleaners, Inc., letter of April 12, 19062.

George F. Grosjean, president, Independent Livestock Marketing Association,
2025 Riverside Drive, Coltiiibtls, Ohio, unldttd letter.

Simn Bobn, president, Ohio Petroleum Marketers Association, Inc., 8 East
Long Street, Columbus, Ohio, letter of April 3, 1062.

R.P. McCrea, secretary-manager, Lumber Defflers Association of Western Penn.
sylvania, Plaza Bifildifig, Pittsbtirgh; Pa., letter of April 12, 1062.

Walter R. Johhkon, executive vice president, Tennessee Wholesale Grocers As.
sociation, Nashville, Tenn., April 12, 1002, telegretii.

George M. Clalrke, executive vice president, Dairy Prodtiets Institute of Texas,
Austin, Tex., April 12, 1902, telegram.

Ray G. Sch ferl, executive secretary, Wisconsin Bakbrs Association, Inc., 161
West Wiscohnsin Aveftue, Milwaukee, Wis., April 12, 1962, leftr.

Donald W. Hill, executive secretary, Wisconsin Retail Furtflire Association,
Milhvailkee, Wis., April 13, 1962, telegram.

Phli 0. Mork, executive vice president, Wisconsin Retail Lumbermon's Assod-
atlon, Tominh, Wis., April 13, 1902, telegram.

CdliP Chamber of Commerce, Cafio, Ill., April 14, 1962, telegram.
Carl F. BMtrger, secretary, Detroit Milk Dealers, Inc., 907 Stephenson Bildlg,

Detroit, 31iIh., April 5, 1962, letter.
Food Iliduftry Committee, Detroit, Mifch., April 12, 196, telegram.
W. G. Bernhardt, secretary, Kansas City Live Stock Exchange, Omaha, Nebr.,

April 13, 1962, telegram.
i. L. Plush, Glasco Chamber of Commerce, Glasco, Kans., April 18,1962, telegram
Gene Francis, secretary, St. Joseph Live Stobk Exchange, Omaha, Nebr., April

13, 1962, telegram.
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R. 1. Ct1n1ningham, secretary, Omaha Live Stock Exchange, South Omaha, Nebr.,
April 13, 1062, telegram.

South Omaha Merchants Association, Omaha, Nebr., April 11, 1902, telegram.
George D. Bradson, chairman, Taxation Committee, Findlay Chamber of Coi-

merce, Findlay, Ohio, April 12, 1002, telegram.
Harry Gamage, secretary, Sioux City Live Stock Exchange, Omaha, Nebr.,

April 13, 1962, telegram.
Les Harding secretary, Sioux Falls Stockmnens Exchange, South Omaha, Nebr.,

Apfll 13, 102, telegram.
Senator WVIrJLTA-IS. Next witness, Mr. Ellis.

STATEMENT OF OTIS H. ELLIS, GENERAL COUNSEL, NATIONAL
JOBBERS COUNCIL, INC.

.. r. ELLis. My name is Otis IH. Ellis. I am engaged in the generalpractice of law in Washington, D.C., maintaining offices at 1001 Con-
nectietit Avenue, and am appearing here today on behalf of the
National Oil Jobbers Council in my capacity as general counsel for
that. organization.

The National Oil Jobbers Council is a trade group composed of 33
State and regional associations of independent jobbers and distribu-
tors of petro-ieum products. These associations, covering 40 States,
represent the greater majority of the thousands of bona fide inde-
pendent petroleum Jobbers in the United States. Following is a list
of the member associations:
Alabama Petroleum Jobbers Association, Inc.
Arkansas Oil Marketers Association.
California Petroleum Marketers Council (Jobber Division).
Colorado Petroleum Marketers Association.
Connecticut Petroleum Association.
Empire State Petrlleum Association (New York).
Florida PetroleUm Marketers Association, Inc.
Georgia Oil Jobbers Association.
Illinois Petroleilm Marketers Association.
hi(leppldint Oil Men's Association of New England (.Maine, Massachusetts, New

llainpshire, RhOde Island, and Vermont).
ln(ependent Oil Marketers Association of Indiana, Inc.
Intermotitit in Oil Marketers Association (Idaho, Nevada, and Utah).
Iowa Independent Oil Jobbers Association.
Kentucky l'etrt'6160m Marketers Association (Jobber Division).
L ouislana 01 MOiviketers Association (Jobber Division).
Mlcigan PetrOletni Assoldtinil.Mlssissipifi Oil Jthhbers Assooitlim.

issouri Oil Jbbers Association.
Xebraska PttOle Mai Mrketers, Inc.

vew Mexico Petrol~ltn Marketers Associatidti (Jobber Division).
North Carliffhit Oil Joibers Association.
orthwest Petr0)6letin Assocatibnl (Mtinesota hhitd Xorth Dakota).

Oklnllifla d (ibbers Associfttibin.
Oregon Oil Jobbers Associhtifh.
Pennsylvaniia Petroleum Assoclitidn.
South cardlina Oil Jobbers Assoclati6n.
Sotlh DIlkbtalfidependent Oil Men1's Association.
Tenlessee Oil Men's Association.
Texas Oil .Tbbers AssociatiOn.
VirginiaPletr6letihi Jobbers Association.
Wtashington OI Marketrs Associati6n.
W tstoi.lnt Petroleim Association.
Wy'oniing Oi1 Jobbers Assoclition.
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Twelve thouisand independent petroleum distributors represented
by this organization, like other small businessmen, find themselves
caught between the three-pronged pincers of big government, big
labor, and big business. The tax bill before you for consideration
provides little or no hope that big government is lessening its attempt
to strangle this category of the business community that the Govern.
ment supposedly should help. The outlook is even more dismal when
we recognize that this bill is but a puppy as compared to the big dog
which is yet to follow.

The ihdependent oil jobbers will be affected-directly or indirectly-
by practically every provision in the bill. Due to the limitations of
time I will only dwell on those provisions which most directly affect
the jobber.

This bill contains a provision for tax credits to be allowed, up to
certain limits, on purchases of depreciable personal property. We are
advised that the purpose of this tax credit is to serve as an inducement
for the stimulation of the purchase of new equipment, thereby acceler-
ating the manufacturing segment of our economy. For whatever it
is worth to this committee, I would point out that in my considered
judgment, this tax credit will not be enough to induce a single jobber
to buy one item more than what he wouldotherwise have purchased.
This is particularly true when we find that another section of the bill
provides that capital gains on depreciable personal property will be
treated as ordinary income.

The council heartily endorses the provision in this bill which would
permit deduction of ordinary and necessary expenses incurred by a
taxpayer in attempting to influence the Congress on legislation of di-
rect interest to the taxpayer.

The average small businessman, as a general proposition, learns
abot(t legislation that affects his business through the medium of his
trade organization and he likewise oftentimes must work through this
trade organization to present a collective front in order that the Coii-
gress may know how certain categories of businessmen feel about legis-
lation and the reasons why. Inasmuch as big government has seen fit
to dictate the every move of a small businessman, certainly it should be
considered as a normal business expense when a taxpayer must incur
expenses in attempting to protect himself from this ever-increasing
force.

TAXATION OF COOPERATIVES

For many years indepoidont petfbldfir, jobbers have been advocat-
ing tlt petroletm nMarketifng cooperatives should be taxed in the
same maniier as other commercial enterprises with whom they com-
pete. The rank and file of idepeident petroleum jobbers are to be
found in the small towns and rural areas of the Nation. These are
the same areas in which petroleum marketing cooperatives do the
greatest portion of their business and it is for this reason that the
independent marketer must take the bruiit of the ever-increasing
participating bf cooperatives in the arena of petroleum marketing.

Let us for a moment look briefly at the cooperative history. Co.
operatives originally were small organizations consisting of 'a roup of
firmers who had banded together for the purpose of providing mu-
tual economic benefits in purchasing farm equipment, seed, and othbr
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necessities and/or to market the production of their farms on a col-
lective basis. In most instances, at that time, the cooperative was
merely the agent of the individual farmer and any profits or savings
effect6d through use of the cooperative agency went to the individual
farmer in proportion to his patronage.

The first Income Tax Act in 1913 granted exemptions to certain or-
ganizations, ineludin agricultural groups. The specific exemption
granted to cooperati ,es begins with the Revenue Act of 1921.
Through the years certain refinements in the tax laws, as related to co-
operatives were made and there were many Treasury rulings, regula-
tions, and judicial decisions on the subject. All of these refinements,
ruligs and decisions, however, hadlittle or no effect insofar as further
taxation of cooperatives was concerned, and with the income tax pro-
gressivoly being increased the use of the tax-exempt cooperative be-
came more widespread as a method for doing business.

Entrepreneurs and promoters entered the field and the tax-exempt
rat race was on. Cooperatives were no longer simply agents of their
farmer members or patrons-they became producers, processors, re-
finers, wholesalers, and retailers.

In brief, they became completely integrated business entities, per-
forming all functions of commercial corporations and with their tax-
exempt advantages became a serious and signflcant competitive factor
in the marketplace. As a matter of fact, the farmer patrons or stock-
holders, in many instances, became tools of the management and were
used as shock troops to help retain preferential treatment at the hands
of the Congress. The situation became so acute that in 1951 the
Congress made a feeble attempt to tax some of the corporate earnings
at the patronage level. This change in the law was nullified by the
courts with the end result that today the cooperative structure is bigger
and stronger than it has ever been.

There are generally two basic types of cooperatives. One is called
the tax-exempt cooperative and the other is quite improperly but
commnoftly referred to as the nonexempt cooperative. In order to
qualify as a. cooperative entitled to the more liberal exemptions the
cooperative corporation must conform to the following requirements:

(1) Basically, the organization must be a bona fide farmers', fruit-
growers', or like association, organized and operated on a true coopera-
tive basis.

(2) All of the voting membership, or voting stock, must be owned
by bona fide producers of agrictiltUral products, who market their
products or purchase their supplies through the cooperative.

(3) If organized on a capita-stock basms, dividends thereon shall
not exceed 8 percent per annum on considerati'M fov whih the
shares were issued or the legal rate of ititerest of the State bf incompo-
ration, whithever is heater.

(4) The voliflne business done with nonmembers must not exceed
the \.ol hi ebf bluiness done with members, and, as to purchasing activi-
ties, the voltme of purchases made for nonmembers, who are not
farmers, shall not exceed 15 percent of the total volume.

(b) In the payment and crediting of patf6nage fuiids, all patrons
must be treated alike, whether they be members or nonmembers.
Absohitely no preferential treatment can be given a member patron
over a n6dfember patron ii the distribution or crediting of patronage
refunds.

,t __. 82190-62-pt. 5-10
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(6) Reserves, if any, shall be limited to those required by State law,
or such as are reasonable and for any necessary purpose.

(7) Records shall be kept to show the patronage refunds and credits
of all members and nonmember patrons, and also the interest of eiaeh
member or nonmember in retained reserves or assets of the association.

Cooperative corporations who conform to these requirements fall
within the category of tax-exempt cooperatives, and those who do not
qualify fall within the nonexempt category.

As a result of these provisions of the statute, as amplified by Treas.
ury regulations and judicial decisidlis, these exempt cooperatives are
permitted to escape taxes not only on profits resulting from patronne
distributed or allocated as patronage dividends, but also on profits
distributed as dividends to stockholders and profits derived from
sources other than patronage distributed or allocated as patronage
dividends. About thie only thing subject to tax for the tax-exenpt
boys are unallocated retained earnings. A review of the finanefil
statements of several cooperatives will quickly reveal that the "retained
earnings" entry provides very slim "plekings" for Int6rflid Reve,,,.

The other farmers' cooperative groups whl h do not operate ill
accordance with the statute, the whoesaler, dealer-owned cooperatives,
the urban constuners' cooperatives, and all other types of cooperatives
which fall outside the statute. are classified as nonexempt eOOl)erati\es.
They file regular (corporate income tax retuil'us and make the claim
that they pay income. taxes .ust as pivate corl)oratimis do. ]'1he fact
of the matter is, however, that Most of them pay little or none of the
come taxes that an ordiflary corl)oration would pay. As a result

of a loophole created by a Treasury ruling, not by statute, income
tax muwt be paid by a' nollexempt Coope Iratire only on .s1h. smll
aiolts as are paid in dividends on stock and on reserves which are
retained without behig allocated to patrons. It is th e genlleal ir-
tice of these nlilexeml)t .ooperatives to pay out l)raetictlly all profits
on tax-free pn)tronnge dividends in noncash form.

I nder existing Iaw these tax-exempt cooperatives are thereft)1e
wholly exempt. except for earnigs which they do not pay out or allo-
.ate.. Thus, even this type of cooperative can expand out of tax-free
earnings. All it. needs to do is establish that its earnings ti ately
belong to the patron bit the cash represented by such eating can be
kept indefinitely.

After reviewi, tlie legal history as related to the practies of co-
operatives, we theln took a look at. ie amotfft of business beilg done
by the maj6r regiolinl coo ptelitives handlI ig farm sul)1)liets. We
found that ii dollar volftie of hmusiiess, p)etrotleu l)r) dtcts stood
secfdnd on the ist. Of the $1,122 Million in business dolte by 21 of
the pri'lhv1*1 Ireg oal coopieratives of the Ionitod States ii 1959,
)nd I ight add tliit those are the latest figures availtlle from the
De) rtifefit of Agriculture, pet'61tfffhirodttts relresented $332 iiifl-
liin or 20.6,porcefit of the total. This was a 6.3 percent increase over
the j1rocedig year.

Lookifig fhiiherihito tile specifies of those cooperatives which coMn-
pete in .etro1diil ntarketini, we foiifid tiatt-mlnny of these re1gionl
(oo)erativ es were engaged 'ni') producin g, trals ort-ing, and refli.ig
(rule oil, as well as in the handling of te wholesale and retail dis.
trililtibn of the products therefrom.
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One glaring example is the Consumers Cooperative Association
with headquarters in Kansas City, Mo. This group was organized
with relatively small capital in 1929. By August of 1959, it was
serving 1,684 local and regional member associations. This little
farmnir-owned cooperative has three refineries, many producing oil
wells, 935 miles of pipeline, 19 warehouses and terminals, 106 highway
transports, and a net worth at the end of 1959 amounting to
$54,594,584. In 1959 out of a total of $153 million total business,
petroletim products accounted for $96 million, and tires, tubes, and
auto accessories accounted for another $8 million.

Interpolating, I might add that in addition to these special tax privi-
leges which they have enjoyed and which has enabled them to grow
to this vast state of wealth, they lave also had the benefit of tie deple-
tion allowance and the intangible drilling costs, deductions which
many of my members feel is abott equivatlet to a license to steal find
some of them think it is even better.

Another example is the Farmers Union Central Exchange, Inc.,
with headquarters in St. Paul, Minn., organized in 1931. In 1959
petl'oleutm marketing cooperatives it became quite obvious that these
nearly $92 million. Another little farmer-ownedt cooperative is the
Illinois Farm Supply Co., with headquarters in Chicago. In 1959
peti'oleumn products accounted for $36 million of its total volume of
$76 million. Another is the Indiana Farm Bureau Cooperative Asso-
ciation, Inc. In 1959 petroleum products accounted for $23 million of
its nearly $67 million total business.

After reviewing partial financial statements of these and many other
petroleum marketing cooperatives it became quite obvious tha-t these
were corporations organized for profit and bore no resemblance to the
orighil cooperative concept or .the concept that cooperatives tire
sitiply nonprofit buying and selling agencies for the downtrodden,
bedraggled farmers of the Nation.

.Some argue that these cooperatives pay cash dividends and patron-
age refunds to their stockholders or patron menfibrs and therefore
such payments amottlted to nothing more than rebates due the patron
memlhtrs. These people further argue thhit, such being the case, all of
this intres to the benefit of the "poor farmer" and therefore this is an
a(lequate basis to conthie this special privilege of total tax or quasi-
tax exemption.

I cotild also use this same argument by way of showing that if my
indep ndent jobbers were relieved of taxation they too cold sell to
tlhe farlnors cheaper. As a matter of fact, so could United States
Steel-I might at this tittle have substitfuted Inlanid Steel-and the
StandrdOil Co. of New Jersey.

For one who-knows the e6mpetitive adviantiages thftt havebeen avail-
able to these petroltm rnrketIing co6oertfives, it is quite appar6fit
flint the amendtments contained in the HotuSe bili, with reference to ad-
ditmifill taxittin of cooperatives, are but a tifid fOrward step which
falls hort, of ven begibfilig to establislMtkity as between competfig
taxjmyers. About the only change these new amendments will accoff-
plisih Vilflhe to impose a 20-percent withholding provision onl -ptV6i-
age (lividends and'provid e the basis for aiifothdr protiacted legal act1ibn
whieh quite probably will resti]tin adeterilination by the courts thftt
this attempt to tax the patron for patronage dividends withheld by the
Cooperative is illegal.
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Why cannot these petroleum cooperatives finance themselves in the
same way that most independent jobbers do-by borrowing money for
exl)ansion or operating capital? Why should these cooperatives have
the vested right to use tax-free money as the capital base to drive rode.
pendent businessmen oft of busiftess?

I hope the committee will answer that somewhere in its report.
Our recoinrnendhtlon to this committee is that it should do one of

two things-either tax petroletith -marketing cooperatives in the same
manner as independent oil jobbers are taxed, or conversely tax the
independent oil jobber in the same way that these cooperatives are
taxed under any existing or amended law. We ask no greater or
better position than. otir competitors; neither do we think there is any
equity for them being granted competitive advantages over us by way
of tax exemption. If the amendment approved by the House is con-
strued as "plugging a loophole" we nimst point out that no loophole
was ever plugged merely by making a slight decrease in the diameter
of the hole.

With this contcluding statement, Mr. Chairman, I have been listen-
ing here all day to these cooperative witnesses testify. I believe if
you took their total testimony and ran it through a fine strainer or
filter, you would about come out with a composite statement such as
follows:

We appear here with flag in hand, the flag which we carry is not that of
the Stars and Stripes, but of the well-worn, well-stained pair of overalls of a
bedraggled farmer. And under that banner we ask your special consideration.
In the first place, we do not think these poor farmer co-ops should be taxed
even though they can go from 1959 to 1962 and accumulate assets of $54 million.
But if you are going to tax them a little bit, what we ask you to do is please
put in some innocuous words that will allow us to do as we please with their
money.

We want you to pass a law which says that through the medium of our bylaws,
you either belong to the union or you do not work, or conversely, we can keep
your money and if you do not like it, get out. Now we want you to olpt a little
something in this bill about co-ops, for the simple reason that if you put a little
something in now that is relatively Innocuous, it will permit us to continue to
drive private business out of business as we have been doing for years.

It will also preclude for another 10 or 15 years that the Congress won't
bother us, because we can always potfit back and say that in 1962 you hung
a tax lill on us.

Now if you boiled it all down, itt is hbotit all they have said.
I aplreciate youtr tlme, Mr. Chii'M-b,.
Senate' WI.LrIAMS. Think you Mr Ellis.
The next witness is Mr. H. L. Thompson.

STATEMENT Or )f. L. THOMPSON, IR., CHAIRMAN, COMMITTEE ON
EQUAL TAXATION, NATIONAL WHOLESALE HARDWARE ASSO-
CIATT1N; ACCOMPANIED BY BRUCE WALL, SECRETARY OF NA.
TIONAL WHOLESALE HARDWARE ASSOCIATION

Mr. TnoMrsoN. I would. like to have appear with. me Mr. Bruce
WlTall, secretary of the National Wholesdale Hardware Association.

Senator WiLLAMS. You may proceed.
Mr. To o'Pso-. My name is Henry L. Thompson, Ji. I reside in

Perrysburg, Ohio, but conduct my business in Toledo, Ohio. I am
representing the National Wholesale Hardware Assodiati6in asa vice
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president- of the association and as chairman of their committee on
equal taxation.

As I mentioned earlier, I have with me Mr. Bruce Wall. He is sec-
retary of our association, and lives in Philadelphia.

Gentlemen, may I thank you for granting us the opportunity of
appearing before you to discuss the most important question of equal-
izing taxation between cooperatives and other ful-taxpaying busi-
niesses with which they compete.

For the past 6 years I have been president of the Bostwick-Bratn
Co., of Tordo, and for more than 25 years I have been active in the
wholesale distrbution of hardware. Our annual volume of sales ap-
proximates $18 million. Profits in rotent years have been slipping,
but we are paying our full 52 percent oc tax on what profit we do earn.

Mr. Wall has been associated with the wholesale hardware industry
for many years, and he has observed not only the gradual loss of
profits of its members, but also the collapse of a number of our larger
and more important distributors.

From statistics gathered by our association, the average net profit
of our members has decreased to a point where it is indicating only
3.5 percent return on investment for 1960 down from 4.42 percent
in 1959. We do not have the figures for 1661 as yet, but it is antici-
pated the percentage will still be lower. When Government bonds
yield a return of 3 to 4 percent, how can the wholesale hardware in-
dustry possibly attract capitalI

Within our industry there are more than 600 hardware wholesalers.
It is estimated that the combined sales volume of this group amoits
to over $2 billion, and its business is conducted in every State in the
Union.

TIE PROBLEM AFFECTING OUR INDUSTRY

In the early years of the 20th century when the lawmakers of our
country granted certain tax advantages to co-ops, I am sure their
desire was to aid the farmer who was, at that time, struggling to make
ends meet. However, at the present time the development of the co-
ops in the merchandising field, in the manufaettring area, and as
brought out in the testimony you have just heard, in the petroletum
business, and in many other forms of business endeavor unrelated to
farming is a direct resttlt of the extension of those tax advantages far
beyond the field of agrctltural production.

Prior to Wofld War II, the number of cooperative in the whole-
sale hardware field was ve r limited. The high taxes during the war,
when corporate income aid excess profits taxes took a highpercentage
of each inmebe dollar, provided tax-favored cooperatives an oppor-
tttffity for tax savings so great that they expanded at an ullprece-
den'ted rate in many new fields of endeavor. Wholesale hardware
cooperatives sprang up allover the Unifted States.
. Attemptig to co' pete with these tax-fa'ored cooper ative corpolra-

tions has been most difficult for ir full-taxpaying ta dware whole-
salers. We have seen the demise of many well -known, fulltaxpaying
distributors. Although we cannot list them all, lookiing at the nii -
west area alone where co-ops have shown real growth due to thir
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tax-free advantage, the following hardware distributors have gone
out of busghess by either selling out or liquidating, namely:
MarshftllWeils and Kelly, How, Thompson, of D0ii1th, M11inn.
Janney, Semple, Hill, of Minneapolis, Minn.
Luthe Hardware, of Des Moines, Iowa.
Richard-Conover, of Kansas City.
Pritzlaff Hardware, of Milwatikee, Wis.
Paxton.Gallagher, of Omaha, Nebr.
Shapleigh Hardware, of St. Louis, Mo.
Buhl Sons, of Detroit, Mich.
Tracy Wells, of Columbus, Ohio.
Michigan Hardware, of Grand Rapids, Mich.
Saginaw, Hardware, of Saginaw, Mich.
The W. Bingham Co., of Cleveland, Ohio.

You can see they come from many States tlroughout the Midwest.
I would like to emphasize, this is just picking one area of the country.
There are many others that have discontinhed business in other parts
of the country.

I wO(ld estimate thitt the combined sales volume of this group would
have amounted to well over $200 million, and the annual taxes tley
paid are now lost forever to our Government.

One of our members from Texas who recently discontinued the
hardware distribUtion part of his business wrote President Kennedy
as follows:

They (the co-ops] have used this tax money to undersell the taxpaylng
wholesalers and this fact had a great bearing on this company's recent deel-
sIon to discontinue the sale of wholesale hardware.

This same member has also written to me with some most interest-
iug coiflmefits as follows:

We did sell our Inventory of hardware and housewares to the local co.op,
Walter H. Allen Co.

That is in Dallas, Tex.
He paid us considerably more than I have seen similar Inventories sold for

In the last several years by other firms. It would seem obvious that there
were distinct advantages to him In purchasing this Inventory and that his tax
advantage assisted him considerably In his ability to make the purchase.

Just as bad money drives out good, so tax-free business is boiflyd'to
drive-out taxpaying industry. As this ocearmee continues, the nitlin-
ber of businesses carrying their fair share of the taxes become smaller
and smaller while the co-ops coliti.lte to grow larger and larger.

This problem of equalizUig taxation has been the subject of man)
discussions and heffigs before the Co'm ittee on Ways anid Means of
the Ho1use of Representatives and your coflififtee, and these delibera-
tiols have bedn carried out over a period of the last 17 or 18 years.
Except for one abortive atterflpt in 1951, no law to correct the sitait.
tion hasrbeen fortld 6f|lig till now.

Before coihedTtihg on H.R. 10650 I sli6ild like to clea ly state
the positih "of our fdfiStry. We feel very strongly that the co-ops
shotild pay the full coporftte tax of 30 to 52 percent on all prOfits
before patronage dividends and the recioits of these dividends
should pty full personal incoei tax. To us this is the oily fair ap-
proach since it treats all competitors equally. Eventually,.I am coll

dent Cngess will recognize the impobrtinfice of fairness in our tax

laws and will establish iis equity. or now, any reduction in thfe
ineqiii(ies will be welc6iuied by our iiidu~try.
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H.R. 10650, which you are now considering, provides that a single
tax be imposed on cooperative eatfnings, to be paid either by the mem-
ber or by the cooperative corporation. As far as the wholesale hard-
ivard industry is concerned, this represents a restatement of the 1951
act. to insure that a single tax be paid on cooperative earnings. In the
past, the independent hardware retailers who are members of hardware
cooperative wholesalers have paid this single tax. The cooperative
wholesalers have gone tax free. They wouMl continue to do so under
this bill; therefore this legislation would be practically meaningless
to taxpaying hardware wholesalers who compete with the cooperative
wholesalers.

The withholding tax also incorporated in this bill would be helpful
to our industry because it would be collected at the wholesale level.
This would have ti same effect on our cooperative competitors as a
20-percent tax on their earnings. For that reason, our industry sup-
ports the withholding provision of this bill. Without this provision,
little would be gained.

Members of our industry firmly believe that the existing inequities
van only be corrected by sibjectiig cooperative wholesalers and their
members to tie same double taxation that applies to us. Failing in
ttis, any single tax that, might be imposed should be levied against
the earnings of the cooperative wholesaler corporation.

In summary, let me say:
First, full-tax-paying businesses in the wholesale hardware indus-

try are being forced out of business by the inequities in our tax laws
wih permit wholesale merchandising cooperatives to grow on corn-
I)pletely tax-free retained income.

Second, continued growth of these tax-free cooperatives will mean
tie demise of ever more taxpaying independent wholesalers and an
even greater loss of income by the Oovernihent. As a result of these
tax-free or tax-favored grotps, a greater load is heaped on those who
pay their way. As these tax-free groups grow, it merely compontlds
the .inequity.

Third, to solve this problem is easy-tax all comrapting corporations
alike. The bill before you, H.R. 10650, goes only part way in elimi-
natilg the present unjust tax favoritism and only accomplishes this
tlu'oilgh the witllioldiig tax. We do hope youwill see fit to strength-
en tle bill by fully taxing the cooperative wholesale corp)rati1ls or at
least, by limiting dedoftllile puatrdhifge dividends to those paid in
eash or those on which Ate recipient has a 90-day option to redeetmin cash.

Gentleff, n, I wish to tlotik yu "for the time you have permitted Tiie
to )resent the ease of the full-taxpaying hardware wholesalers to you.
Should you haMve any questions, eitfier Buce Wall -or I shall be most
hla)y to 4 our best to answer them.

kSenator WVUrAts. Thaiik you, Mr. Tlioifps6n. There are iio
questions.

This completes the witnesses for today.
The committee will recess until tom6frow morning at 10 o'clock.
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(By direction 6f the chairman, the following is made a part of the
record: ')

AGRICULTURAL COOPERATIVE COUNCIL OF OREGON,
Oreshat, Oreg., January 24, 1962.

Hon. WAYNE LY.fAN MORSE,
Senator front Oregon,
Senate Offlce Building, Washington, D.C.

DEAR SENATOR MORSE: I have been instructed by the membership of the Agri.
cultural Cooperative Council of Oregon to transmit the attached resolutions
expressing the unanimous opinion of council membership.

The ACCO is a service organization, representing 64 farmer cooperatives and
their 40.000 members, founded In 1921 to provide educational and service beiie.
fits to fanners and their business organizations. A list of our farmer coopera.
tives, Whih unanimously voted for these resolutions, is attached.

Farmer cooperatives contribute vitally to the economy of Oregon by increasing
incomes of farmers, thereby making possible increased volumes of business for
merchants. Increased incomes of farmers are also reflected in increased income
taxes paid by farmers to the Treasury. Furthermore, farmer cooperatives make
possible increased employment of permanent and seasonal employees, as well as
Income for schoolchildren who harvest farm crops.

For these reasons, we encourage you to take all steps possible to bring to the
attention of appropriate Members of Congress, the interests of farmer coopera.
tives from your district.

Sincerely yours,
R. H. WILCOX, Presldcit.

COOPERATIVE TAXATION

Whereas the Agricultural Cooperative Council of Oregon believes that there
exists considerable confusion and uncertainty concerning the taxability of pa.
tronage refunds and/or allocations of cooperatives; and

Whereas Congress made clear in the 1951 Revenue Act its intent that coopera-
tives should continue to treat patronage refunsL9, under whatever form issued, as
treated at that time and a long time past; that is, patronage refunds allocated
to patrons pursuant to a preexisting contract between patrons and the coopera-
tive shall not be deemed to be income to the cooperative or be included in com-
puting its net or gross income. If the net savings or retains were ulthlobcated,
then such earnings should be taxable to the cooperative, but if the retain funds
are allocated to patrons, then each individual patron should be liable for the
tax on his allocation for the year In which it is made: Now, therefore, be it

Re8oi'cd, That this, the Agricultural Cooperative Council of Oregon, assembled
this 12th day of December 1961, at its 40th annual membership meeting, rec-
ommend that appropriate legislation be adopted to clarify and make effective
the intent of the 1951 Revenue Act to the effect that All patronage allocations of
agricUltural cooperatives distributed Unlder a preexisting contract be included in
the gross income of the recipient patron,, and be it further

Resolved, That a copy of this resolution be sent to each of the Oregon con-
gressional delegation, atid to each member of the House Coiflittee on Ways
and Means, and to each member of the Sentite Committee on Finane, the
National Council of Farmer Cooperatives, and other Ifiterested parties.

Unaflimnusly accepted, December 12, 1961.

MONTROSE, COLO,, Febriuary 21, 1962.
Re tax treatment of cooperatives.
Hon. GORDON ALLOTT,
U.S. Senate, Senate O.oe Building,
Washington, D.C.

DEAR GORDON: I represent the Western Colorado Producers Association, the
Eastern Colorado Dairymen Association, and Denver Milk Producers, Inc.
The producers who are members of these associations produce probably 80
percent or more of all grade A milk produced in the State of Colorado. All
of these associations are organized under the cooperative marketing law of the
State of Colorado and are qualified cooperatives under the Capper-Volstead Act. a
Each of these associations belongs to the Natlonhl Milk Producers FederntiDn.
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The federation has, for several years, taken the position that savings made

by farmers through the operation of their own cooperatives should be subject
to a single tax and that such tax should be paid by the farmers on distribution
of evidence of equity as well as on cash. A copy of the policy established by
the federation is attached hereto as exhibit A.

Tihe House Ways and Means Committee is presently working on proposed
cooperative tax legislation. The federation basically agrees with the policies
which the committee seeks to effectuate, but the federation does not agree with
certain of the methods proposed to be used, as set forth in the working draft
of the committee. I attach hereto as exhibit B a policy statement adopted by
the federation board of directors a week or so ago.

In very simple terms, the House Ways and Means Committee wishes to tax
all savings made by cooperatives which are either paid in cash to members or
retained for capital use by the cooperative. The federation has no argument
with this principal. The federation, however, cannot sanction the method of
collecting the tax on retained savings as now set forth in the House Ways aimt
Means Committee draft bill. This draft legislation would tax cooperatives on
stich savings retained as capital in the same manner and at the same rate as a
profit corporation, unless the cooperative had written consent from the farmer
member to make an individual deduction as would be done in the case of
withholding as applied to stock dividends and interest. The obtaining of
individual consents from each individual member would create a somewhat
difficult administrative problem for cooperatives.

The cooperatives have proposed a simple remedy; namely, that the inclusion
of a consent provision in the bylaws of the associations be adequate to meet
the requirements of the law. It is on this simple issue that the federation is in
disagreement with the House Ways and Means Committee. In all honesty I can-
not see why consent is needed in the first place, but I assume the legal talent of the
committee has a valid reason for the consent requirement.

If the legislation is passed in its present form, it would mean that the smallest
of the three Colorado cooperatives would have to obtain over 100 written con-
sents. If for any reason it proved impossible to obtain 100 percent consents, it
would be necessary for this small association to set up a rather complicated
bookkeeping procedure to cover equity distributions made to nonconsenting
members. The office administration of this procedure would be technical and
difficult. The problem would, of course, be compounded in the larger associations.

We would request your support in seeing that the bill as finally drafted by
the Congress of the United States does have a provision therein allowing con-
sent for deductions to be given in the bylaws of the associations. As we see it,
tis would not cost the Government any money but would certainly simplify
the administrative procedures of the cooperatives.

Sincerely,
HOWARD S. BJELLAND.

EXIIfiT A

Congress has for many years maintained a public policy of encouraging
farmers to 'improve their own position by organizing and operating agriculthrhl
cooperatives. One of the objectives of this policy is to strengthen the bargain-
Ing power of farmers in their negofthtons for the sale of their products with
powerful processing corporations and to enable farmers to obtain fair tests and
weights by providing their own testing services. Cooperatives provide a brake
on excessive processing and marketing margins, because when margins become
too high farmers can perform these services for themselves at cost through the
operation of their own cooperatives.

Savings made by farmers through the operation of their own cooperatives are
subject to a single tax. Thus business enterprises operated by farmers' coopera-
tives are taxed on the same general basis as similar business enterprises operated
by individuals or partnerships.

The single tax should be currently paid by farmers on distribution of evidence
of equity as well as on cash received through the operation of their coopera-
tives. The federation will support legislation and regulations to accomplish that
objective. 'it will support tax proposals directed in good faith toward securing
a single tax. The federation, therefore, approves that portion of the adiniils-
tration's tax message relating to the 1951 law on the tax treatment of farmer
cooperatives and vigorously opposes the current proposals of the House Com-
Inittee on Ways and Means.

The federation will oppose legislation which would result in unfair taxation of
cooperatives.
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lxHiiii'r B

COOPERATIVE TAX POLICY

Tihe federation reaffirms tile iolh-% stated itn Its resolittioi adopted at til last
:iitlli meetig. AVe tire it tigreIteltlit with tile proposill for cooperative taxes
coitalined Itn the President's nivesage to Colgress under which (operailI 'es
would pay tax on retained uiillovated net savings and farmers would pay tox
currently onl retained net saivitigs iiloc.ated to them. While we (do not fitvor a
withholding tax on patronlage reftlinds, we will stupp)rt the President's proposals
coupl)led with a withholding tax, provided the withholding tax IA pratatll talt(]
that it applies across the board to till dlividends i od Interest.

We do not believe the draft published by the House Ways and Means Coin.
mittee would carry oit the spirit of the President's proposal, and we oppose this
legislation.

Tile draft of legislation developed by the departmentt of Agritulture working
with e(mlp, rative grotip., anid accepted by the Treasury Department, would
varry out tie spirit of the President's message, assure tile etirretit collection of
(one tax otn savings nmde by farmers through the operation of their owt cooper.
tives, aind not Interfere untlnecessarily with the finanellig and operation of eo-
operatives. We will suplort legislation wilich embodies tile tritciples set forth
ill that proposal,

Tie revision in the Witys M11d Means Committee draft which fail to recognize
consent of members through byhlaw provisions ignore the historic denioeratie
prililiple tinder which cooperatives operate; nAlnely, thiit sill mettluers have lilt
eqlal voice in the operation of the cooperative and al are eqti lly ihoillid by
provisions adopted by majority vote.

'le federation will endeavor to get the Ways and Meantis Committee, to reeoi.
sider its action and to adopt as the cooperative tax plrovislolls of the tax Ill, the
draft developed by the Departnwtit of Agrictlituire.

Notrrlitt', KING & Co.,
31111 ulcpolls, MAimII, .tarci 20, 1962.

11011. HARRY F. BYRD,
U .. , Seatc, li7ashington, D.C.

)iAR SE:NA'roR BYn: No {loutbt you have been deluged with letters for or against
taxation of cooperatives. Enclosed is copy of a letter we sent to President Ken-
nedy a year ago. Our views, which include most of our 1,400 employees, have not
ellallged. In fact, (1l'iIng tile past year the, sItmthtn las 1lef-ott furlher
itggravated.

We hope you will #f1t1l 1lille to look over tile attached letter.
Sincerely,

MAVnICE KEATI NO.

NoRTiwrp, KING & Co.,
.1!imteopolls, Afln.. March 16, 1961.

liiT';1W511I)ENT.

Phe li'hite House,
ll'am.,h hyffio, D.('.

D.Ai MR. PRESIDENT: We lnderstaild you will soon be considering the matter
of taxes. We sincerely hope you will give serious consideration to the preferen-
til tax treatment for cooperatives. The gravity of this situation, as It affects
Independent and private firms, should not he Miderestififited.

We believe cooperatives have a defiilte place in lilr distributing system and
that it is healthy for independent firms to compete with cooperatives by giving
the best service possible to farmers.

But, we tire decidedly against tile very unfair tax advantage most of the
cooperatives have. with whom we compete, which has enabled them to build
.apltal twice as fast as their independent competitors.

Within the last year or two tile farmers tifilon has purchased lines of ele-
vators from several private grain firms. Many of these elevators were our cus-
toitlers for hybrid seed corn, farm and grass seeds. However, today the nmn.
agers of these many elevators are instructed to buy their seeds only through the
farmers tlfilon. or one of itscooperative affillftes.

We have approximately 1,400 etnlmoyees and 40 branch processing plants
thl'"trgltohfit the different Midwest and Far Westert qNtutes. Mahy of our eam-
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ployees lirticilate Ili our profit sharing trust. l)iring the last 2 years our
piolits, after taxes, have made it Impossible to make but a small contribution
to lie t rust.
This situation Is due largely to the effect of raliddly Increasing o(illpetitfil

fioti .ooperatives both In the producing and consunhifg areas. O ur eiiplthyees
are& veli aware of tills tunfailr tax situation and how It affects their 'copllen tlon
tii(I Ilivir ftit trire s tcurity.
There must be hundreds of thoUsands of eilployees, with firms in other agril-

cul(rtil rulines suchi as grain, feed, fertilizer, and agricultural chemicals, whoni'v sliniltirly affected.
Our (lovernnineit not; only urgently needs the additional taxes which the co-

ojt'rafitives should pay, but If cooperatives are fairly taxed, the Independent irins
would be alle to make fali' profits again and pay much larger taxes into the
I.S. Treasury.

3111i1y Members of Congress seem to feel that taxing cooperatives on the same
kisis is private enterprise would be politically unwise, particularly during the
tihne when the Congress is attemipting to Improve farm Income. Actually, many
ariors have told our fiell men that they are becoming alarmed at the ralid

growth of oolerIlltIves, as there are now inany localities where there are no
la delIldent dealers 1111d the farmers must buy and sell through a cooperative.
Whether a farmer is a iieunber of a cooperative or not, lie Is surely Intelligent
enough to know that the competition between coolleratives and independent
(lealers (realtes better market prices. If this tax inequulity continues to exist,
there is no alternative for private enterprise but to sell out to a cooperative.

Very truly yours,
M1AURICE KEATING.

RALSTON PVPRNA CO.
St. Louis, Mo., March 26, 1062.

1101n. HARIIR FLOOD BYRD,
Sciate Offiee Build ng,
1l7ashington, D.C.
DEARt SENATOR BYRD: Accordtig to the official announcements your Senate

Flnance Committee will begin hearings this week on the vithl tax measure which
the Ways and Means Committee of the House has reported out.

Federal income losses from businesses operating under escape clauses of our
current taxation laws has reached enormous proportiOns. Most of such busi-
nesses are in direct competition with taxpaying private corporations and cer-
tainly I am sure that you agree that all businesses which are comipetitive should
operate under the same Federal regulations.

The traditional answer of the tax exempt corporations to private business
oni the Federal income tax questions Is that any business which wishes to forgo
its privilege of making a profit may operate under the requirements afforded
cooperatives and thus escape Federal income taxes. If this philosophy were
followed and carried to Its own conclusion, the Federal Treasury would lose a
major portion of its Federal revenue.

There are many examples where a private business has been sold to an ex
pandling cooperative. The sale as a rule to a cooperative who is not paying
taxes eliminates immediately the Federal Income even though the purposes and
futlulmthis of this business do not change.

We certainly trust that you and your commiittee will exert every effort pos-
sible to provide additift l Federal revenue by closing these current loopholes
in oulr present laws.

Sincerely yours,
J. D. SYmEs,

Vice President.

TnE MAUSER MILL CO.
Treiehler8, Pa.., March 28, 1962.lion. HARRY FLOOD BYRD,

Senate Ojtce Building,
Washington, D.C.

DgA SENATOR BYRD: A bill (H.R. 10650) to aniend the liternll Revenue Code
of 154, which bill, In part, deals with taxation of cooperative businesses arid
their patronage diVidend receiving members, has been passed favorably by the
House Ways and Means Committtee and is now before the Senate Finance Com-
mittee for consideration.
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Being in the flour and feed business where we are taxed anywhere from 30
to 52 percent on our earnitigs and being In direct competition with cooperatives,
you can realize the unfair advantage which they have over us. They can sell
for less and can use their earnings to purchase new equipment which will make
their plants far more efficient than ours. We understand that records kept by
the U.S. Department of Agricultbre on 16 co-op grain terminals tell a typical
story. Since 1939, largely by purchasing competing firms with their tax-free
profits, these 16 big co-ops have increased their assets from $6,600,000 to nearly
$200 million.

While this bill would skim off only 20 percent of the cooperative's earnings,
thus reducing the amount their current tax-free staus provides for expansion of
growth and competition against taxpaying noncooperative competitors, it is a',
move In the right direction, and we urge you to vote in favor of it.

Very truly yours.
J. MAUSER LEROH, Secrotary-Treasurer.

RUSTON, LA., March 23, 1,962.
Hon. ALLEN J. ELLENDER,
The U.S. Senate, Washinpton, D.C.

)EAR SENATOR ELLENDER: This is to register with you my opinion concerning
taxation of income-prodtfolbg properties which are not now taxed. It is my
understanding that certain nonprofit organizations may own and administer in-
come-producing properties and yet pay no income tax on the profits from these
holdings and operations.

I firmly believe that profits from Income-prodtlifg properties should be taxed,
even though owned by so-callCd- 0proflit organizations. I also believe that regu-
lar estate taxes should be levied and collected on all properties obtained by
such organizations by gift or bequest. I believe that the amount of such in-
come-producing property held by any one organization should be limited by law
or that a maximum time limit for retaining such property be set.

I hope that the current tax reform legislation will eliminate the loophole
that allows nonprofit organizations to escape taxes on income from prodelbtive
assets.

Sincerely yours,
_MILTON R. JOnNSON, Jr.

RIoH1MOND FOOD STORES, IN.,
Richmond, Va., April 10, 1962.

Subject: Senate committee hearings on tax bill (H.R. 10650) with specific
reference to section 17 o? the bill and sections 1381 to 1388 of the code-tax
treatment of cooperatives and patrons.

Senator HARRY F. ByiD,
aihtrmon, Senate Finance Oommttee,

Washington, D.C.
DEAR SENATOR: As you perhaps know, Richmond Food Stores, Inc., is a dis-

tributive food warehouse owned and operated by some 585 independent retail
grocers in the Richmond trading area.

Our retailers have banded together and through their own ingenuity, effort
and capitl investments have arranged cooperative mass purchasing in order to
remain competitive. Their very survival has been dependent on efficiencies of
distribution that they have generated through their cooperative warehouses.
Our small independent businessmen are very similar to small farmers who have
found it necessary to work out cooperative purchasing as well as cooperative
marketing enterprises in order to survive in America's "bigness" economy.

In Richmond, as elsewhere in the Nation, the strength of competition from
large corporate grocery chains and new large discount centers that include food
supermarkets has intensified. With almost unlinilted capital and credit, the
chain enterprises are able to obtain key shopplhg center locations and further
to develop indvidtivi mirkets, in overdeveloped areas.

Governmental census studies have shown that between! 90,000 and 100,000 in-
dependent food retailers went out of business from 1948 to 1058. In reverse,
the Federal Trade Oommission has pointed out that 27 percent of all food sales
lie in the hands of just 10 corporate chain firms.
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That our members have remififfed competitive and sustained individual growth
In the face of this stringent economic pressure is a direct result of their Utlifica-
tion through cooperative purchasing.

There are 100 food distributive cooperatives like Richmond Food Stores, Inc.,
together in the Cooperative Food Distributors of America, a trade association.
As chairinim of C.F.D. of A.'s Nationtil Affairs Committee, I represent the views
of some 25,000 independent retailers who comprise the ownership of these dis-
tributive orgafilizations.

Our membership is gravely concerned with the legislation now under con-
sideration by your committee with respect to changes in the manner of taxing
cooperatives and patrons. Through the years despite organized attempts to
destroy cooperatives, Congress has recognized the need of small independents
to band together to offset the competitive advantage of bigness inherent in our
economy.

We have followed closely the development of H.R. 10650 and with specific
reference to the taxation of cooperatives and patrons our association feels that
the Ifouse solution is an equitable one.

We agree totally with the purpose of the administration's recommendations
to provide that either the cooperative or the patron pay income tax on patronage.
This was the obvious intent of Congress in its 1951 legislation.

In our food distributive cooperative organizations taxes have been paid by
the recipients of patronage. Our patrons have been continually advised to
include patronage refund certificates as a part of their current income and
form 1099 has been forwarded to the Treasury Department on all patronage
allocations.

The House proposal to clarify patronage as income to the patron when is-
stied in certificates and other forms apart from cash has provided for several
options for cooperatives to be sure of qualifying patronage for deductibility of
tile corporate level.

It seems to us that both the needs of the Government and that of cooperatives
have been frilly met. First, through a clear-cut patronage constructive receipt
definition, the Treasury will be able to protlptly collect Income tax from the
patron without contest. Second, at the coopr~tive level, three sound optiftlal
plans permit flexibility in arriving at patronage deductibility.

We feel that our member warehouse organizations can qualify patronage within
the limits of the three alternatives without difficulty, while at the same time
the position of the patron, is protected.

It is our feeling that the procedures worked out by the House will accomplish
the desired Treasury Departmefit aim with6fit undue restraint arid dislocation
of our cooperative enterprises.

We fully support the House legislation on thls lkrtion of the tax bill aind hope
that you will permit our position to be made a part of the record of the com-
mittee hearings.

Very truly yours,
LEONARD E0. STARR, Jr.,

Chairman, Committee on National Affairs, Cooperatti e'Food Distributors
of Amerioa.

STATEMENT OF FRED V. HEINXEL, PRESIDENT, MissouRi FARMtERs AssoCoMkON

(In particular reference to sees. 17 and 19, relating to the tax treatment of coop-
eratives and patrons and withholding of income tax at the source of patronage
dividends)

I am Fred V. Heinkel, president of the Missouri Farmers Association, which
has a membership of over 156,000 producers of agricultural products in Missouri
and adjoining States. The Missouri Farmers Association and its member units
are farmer-owned, farmer-contr6lled marketing and purchasing cooperative
associations.

I had requested time to appear before this committee or to present a state-
ment to the committee without an, appearance. Permission was granted to file
this statement on behalf of the Missouri Farmers Association; however, since

&akin this request I have had the opportunity to read the statement of the
National Council of Farmer Cooperatives as prepared and presented by Mr.
Homer L. Brinkley, its executive Vice president, relating to this subject matter.
Rather than burden the record with repetitious statements, I would like to adopt
as my statement the excellent presentation of the national council. Embodied
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in that presentation is the most complete analysis of this problem that it has
been my experience to review. On behalf of the Missouri Farmers Association,
I respectfully request that In lien of reading a lengthy statement from ine that
the distinguished members of this committee review the presentation of the
national council again.
Il addition, however, I do want to point out one factor which must be consid.

ered. I am sure that the members of this committee understand the econonle
situation facing the American farmer. I am also sure that you understand the
role that farmers cooperatives play in the farm picture today. Without an
effective system of farmer cooperatives In this Nation, I am absolutely convinced
that farm Income would be substantially lower. That is not saying that farm
income is any place close to the levels where it should be, but without effective
farmer cooperatives, net farm Income could drop to much lower levels, putting
Intense strain on the national economy and resulting in vastly increased demands
for Government expenditures. Statistics of the Internal Revenue Service, as
announced in publication 453 and as reflected in the statement of the national
council, shows that 88.2 percent of the individual farmers reported net farmi
profit of $3,000 or less. Even this level can be mintlined only with the assi.st.
antce of farm cooperatives in the country. Withl ut their marketing and li'-
chasing associations, it is.possible that this entire group, together with a sub.
stantihl number of the remaining 12 percent, wotfld be completely eliflhlhted
from any taxable status whatsoever.

Just as the President has recommended that American industry be given tax
Incentives because of the needs of American business, so must this committee
recognize thhit the needs of the American farmer are far more acute. A tax bill
which, by adniiftitrtittve eneimberances, destroys or materially reduces the
effectiveness of farmer cooperatives, will do more harmit to the national economy.,
to our farming community, and the Governielnt's financial situation than is
Justified by the mere pittance of additloftal revenue which might be forthcollitng.
I earnestly request that this committee, If they find that clariflcatihn of the
previous intent of Congress on this issue is reqlitired, refuse to adopt wasteful
administration reqirenents which wotild destroy the effectiveness of our farmer
coojtieative system.

U.S.' SKE,,cv
COMMITTEE ON COMMIERCE,.4 j~fl 17, 1.062.

Hon. HARRY P. Byan,
Ohafrmon, Scnate Finance Committee,
Wash ington, D.C.

DIAlt MR. CHnAInMAN: I thlink you are aware that mutiny CaliforNila farmers.
esp1elally those who are members of one of our fltiuiorous marketig coolieratives
have% serious objection to section 17 of H.R. 100-10. the htevetiue Act of 1962.
This obj"tion Is founded on the basic organizatioal nlid o eI11ltlig differences
between our western marketing cooperatives and the great production coopera-
tives whih exist fi the Middle West and other parts of the cotntry.

Essentially, our marketing cooperatives have no edrfnings or ineote its of
themselves. Under their setup it Is only the indiVidual forib'nr members who
receive any net earnings, since the cooperatives have a legal obligation to retttrn
all proceeds above operaftfig costs to their nihibrs. A"cordligly, it Is appro-
priite that the farmer members be taxed on these eartllngs when they receive
them-and they have no objection to this-but it sens questionable that the
cooperatives or the members should be taxed on capital retlipll or on noneash
allocat|iths, until such 'time as these fuiids are distrlblttd to the members as
cash Income.

You were kind enough to arrange at my request for coniitittee time to hear
the testfifony of the Agrielturnl Council of Califorilta on this matter. This
testimony was given by Mr. Earl Blaser on April 10. I hioe you will give his
statement careftil consideration.

With kindest regards,
Sincerely yours,

CLAIR EBNOt, U.S. Senator.
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INTER COUNTY F-uIhMI-,ItS (OOPERtATIVI'; ASSOCIATION. INC..

IVoodridge, N.Y., April 19, 1962.
To: Senate Finance Comminttee.
Suibiject: Tax statement of farmer cooperatives and their patrons.

Our organization, representing over 500 poultry and dairy farriers in New
York State, are categorically opposed to tite inclusion of tny provision suclh its
-eethuii 17 of H.R. 10650 which affects tax treatment of cooperatives and patron
for tite following reasons:

1. Because of Increased costs of bookkeeping and administraton, tile with-
holdtig at the sour(e-20 percent of current earnings-sniall operatives
such its ours woUld have to redi('e the (cash retirement of previous year's
lloeaton4 by at least the sane anount as current earnings being withhleh.

The net retUrn to the Treasury would be reu(ed as against tie present
lmetlod of patrons paying taxes oii their paltronage alocatimis when received
InI (ash.

2. We believe that the present nmethod of patrons paying taxes on allo-
cations in the year in which they are paid in cash to them is a fali' an(l
e(Itlitable lnethod of payment of taxes by farmer taitrols as defied by the
Federal (ourt rulings under the teris of the Tax Revenue Act of 1951.

3. This Congress has repeatedly gone on record as favoring the ecolonlic
betterment of the family-type farm. Any change in tile tax treatment of
farmer cOoperatives 1and their patrons ats proposed lit 1.R. 10650 votild
adversely affect the economic well-being of cooperatives and family-type
farnis as typified by oUr organization.

We resplectftily request that the Senate Finance Coamittee take the above
fitts Into consideratioll before reporting out any tax legislation affecting the
treatment of farmer cooperatives and their patrons.

We welcome an opportunity to appear before this ('omniittee in person.
Motnis KROSS. Presidet,
ALnIIRT COHEN, (lenieral M1an/ager.

NATIONAL SMALL IUSINEss AsSOCIATION.

lVWashitgton D.C., April 23, 1962.
11on1. HAIRY Fr.oOn BYi,
(Mhairman, emale Finance Committce,11'a.shigtou, D.C.

i)EA*t SENATOR BYRn : This letter is to l)resent the views of the National Small
business Assocliatil o section 17 of H.R. 10650, respecting the taxalion of
'al'ifillgs of (,ooperatives.
Tie entire small business comitlilty of tie Nation is eitically concerned with

tie taxatonvof cooperatives-as taxpayers who believe that every business should
bar Its fair sllare of the tax burden and as businessmen who tre keenly aware
that tax favors to any segment of business means tilfair and eventually destru'-
tire competitin inconsistent with the principles of equal protection mnder law
ai tile preservation of free conlipetitive enterilse.

Ou1 position is that every enterprise which competes il the m arketplace w ith
the c(.olollic ndvanttages of being operated as a corporate entity, should be st b-
JP(.t to the same corporate i1tlonfle tax law. That this law should apply equtlty
to till is particularly critical in tle case of earnings which, regardless of their
illhoatlion are in fact retained in the business. Untaxed earntings afford any
holder of a tax-escape privilege a Government-provided economic weapon against
its fully taxed competition. This weapon is so potent that it has been properly
denied even to charitable and religious organizations tHIat elgage In comnpeti-
tive businesses whose business Income is ultinately used for public Interest
lirposes.

The ljendllig bill, unfortunately, does not even purport to have tile objective of
filly taxillg cooperative corporation Income at corporate rates. It ias olly
the lfiueh more limited objective of eliminating the present situation where
hundreds of mihitlhfs of d11tirs of income generated by the rapidly expanding
tqx-i w0red orgatlizations are not taxed to any taxpayer. How It signally
fails to achieve even this limi11ted objeetive, will be pointed out in this letter, with
constructive suggestions for remedying some of the bill's more glaring made-
qulies, Incnsistelicies, ineqfitiles, and unnecessary complications.
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The bill, with the exception of attempting to tax patrons on no-market-value
paper, Involves tax policy rather than constitutional questions, and our sug-
gested changes raise no constitutional questions. To the contrary, it avoids
the one mentioned.

Even the National Couifill of Farmer Cooperatives has now taken the position
that it is a question of tax policy rather than constitutioliti power, whether a
cooperative's income, In whole or in part, is to be taxed at the cooperative level.
Its brief, filed with your committee for the purpose of attempting to show that,
even without distribUtion, the patron-members could be taxed on a patronage
allocation as a participant in the cooperative's earnings, makes the statement
with respect to a legal entity's income, that:

"Insofar as the 16th amendment is concerned, Congress has the power to tax
such income as earned, either at the level of the entity or at the level of the
individual participants."

The pending bill would, and should be made simpler and more equitable if
it were amended to recognize that where a person actually receives a dividend
from a cooperative, whether computed on an ownership basis or a patronage
or other basis, that he is receiving income.

Section 1385(a), as applied to distribUtion of co-op income actually received,
requires that the recipient shall incltide "the patronage dividend in his gross
income." But this is in part set at naught by subsection (b) that "under regula-
tions prescribed by the Secretary * * * the amount of * * * any patronage
dividend shall not be included in gross income to the extent that such amount-

"(1) is properly taken into account as an adjustment to basis of property, or
"(2) is attributhble'to personal, living, or family items. '

As all cooperative income is attribitthble to its capital, management, labor,
and other factors, the use made of a person's purchases has no proper convec-
tion with the appr6priate taxability to hin of the share lie is paid of the
cooperative's earnings.

Subsection (b) thus creates an unwarritited inequity as between recipients.
Further It requires unnecessary and expensive recordkeeping and decisions as
to when the oiney received from a cooperative is to'be included in or excluded
from the recipient's gross income. It likewise creates Ineqdities and difficulties
in the withholding requirements of section 3471. For example, subsection (c) of
section 3472 provides that "a cooperative which the Secretary * * * determines
is primarily engaged in selling goods and services of a type that are generally
for personal, living or faintly use, shall upon application * * * be granted
exemption from the tax imposed by section 3471."

Certainly both as a matter of equity between distributees of cooperative
income and between cooperatives themselves, and between cooperative corpi'tA-
tions and other corporations required to withhold, the exceptionts and exentltions
of proposed sections 1385(b) and 3472(c) should be stricken from the bill.

Retaiflihg these exceptions and exemptions would mean not only the Inelititfble
results and admiiftritlve difficulties we have pointed out, bitt also tax escape
of a large atitmt of cooperative corporation income.

If the tax policy of the bill is that distribfitees are not to be taxed on the
earftilgs of their cooperlitives, how are the earnings of the cooperative to be
taxed except to the cooperative itself-the combined capital, mntngement, and
labor of which resulted in the earnings?

The answer is obvious. If this patron tax escape is retained the consumer
cooperative must be taxed if anyone is taxed.

But contrary to the basic policy of the bill that the. cooperative's earnings
must be taxed to some taxpayer, is the proposed section 1382 of the bill which
provides that consumer cooperatives shall not be taxed on earnings which are
"allocated"V-whether or not actually distributed-on the basis of patronage.

We submit that, even under the limited approach of the bill, the city consumer
cooperative must be taxed on its distributed earnings if the distribuitee is not
taxed. Specifically applied to the provisions of the pending bill, this means
that prdposed section 1382 of the code in section 17 of the bill must be amended
so that there is no exclusion or dedtidion of patroiage dividends which are not
fully taxable tothe recelpient.

The second point which our associatibi insists Is fundaineitll In deciding
when the cooperative is to be currently taxed on its earninmgs, is the concept
that the cooperative shall not be taxed where it Is not certain thittthe patron-
member-distrlbutee will be in fact currently taxed on his distribfltddd, shife of
the co-op's income.
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To stress this point, we point out that the basic theory of the current amend-
ments is to correct a tax loophole occurring because receipt of non-market-value
script and letters of advice, contrary to the assumptions of the 1051 law, is not
receipt of income.

Congress could simplify and add equity and certainty to the bill by accepting
the conclusion of the courts and taxing the cooperative rather than the patron
when the income is in fact retained by the cooperative, and the meniber patron
can neither demand "or receive more than a mere letter of advice of no-inarket-
value certificates." This wotild eliminate the intricate and uncertain provisions
respecting bylaw consents. This would also elliilnate the constitutional question
as to whether recepients are in even constructive receipt of income.

As to the constitutional limitations, I should like to quote briefly from Esner
. Macumber (220 U.S. 189), where the Supreme Court described the fallacious

reasoning now advanced for the theory that receipt of these no-market-value
letters of advice and script evidencing co-op income, retained for Its own uses
by the co-op, can be taxed to the recipient as income. The court there said (p.
213-14) :

"ThroUghout the argument * * * in a variety of forms runs the fundamental
error * * *-a faliureto appraise correctly the force of the term 'income' as used
in the 16th amendment, or at least to give practical effect to it. Thus the Govern-
nient contends th-at the tax 'is levied on tnine derived from corporate earlifgs,'
when in truth the stockholder has 'derived' nothing except paper certificates
whlch, so far as they have any effect, deny him present pa'ticiitlpn In suwl
earnings * * * we cannot disregard the essential truth disclosed, ignore the
substantial difference between corporation and stockholder, treat the entire
organization as unreal, look upon the stockholders as partners when they are
not, treat them as having in equity a right to partition of the corporate assets
when they have none, and indulge in the fiction that they have received and
realized a share of the profits of the company which in truth they have neither
received nor realized."

It Is our position thlft Congress should, as a matter of fair tax policy (as well
as to avoid cofiflift with the cobstittitional deflftition of income), limit the pend-
ing bill to taxing patrons only for cooperative earnings, offered or distributed to
them in cash or its equivalent-such as 90-day cash optiOn paper.

Only on the basis of thus limiting income taxes to reoilized income, can Con-
gress Insure against a repetition of the present situation where no one is taxed-
which even the cooperatives agree must be corrected.

We therefore earnestly request thit the bill's proposed section of the Internal
Code 1382(b) respecting exclusion of patronage dividends by cooperatives, and
section 1385 reslecting pattolage distributions taxed to patrbns, be so amended
as to lifmiit cooperative tax escape and patron taxation on noncash distributions
to those iteffs which are in fact the equivalent of cash- such as 90-day cash
option paper.

If thesp recommended changes are Incorporated in the proposed legislation,
the legislation would be a signifienfit step toward relief against a gross ineqdity
against the small business comil lilty. Without these changes the pending bill,
like the 19P1 confiroinise, would fail to achieve even its linilted fiupose and
result in a protracted period of uncertnifty and expensive litigation.

We would 6i0preciate having this letter appear in the record of the current
heatlings.

Respectftilly,
JoiIN A. GOSNELL, G eICTa Co111sl.

(Whereupon, at 5 :55 p.m., the comilttee recessed, to resume Tues-
(lay, Apfl1 17, 1962, at 10 a.m.)

82i90-2-pt. 5- 11
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TUESDAY, APRIL 17, 1962

U.S. SENATE,
COMMIrTTEE ON FINANCE,

Washington, D.0.
The coffihflittee met, pursuant to recess, at 10:15 a.m., in room 2221,

New Senate Office Butildifig, Senator iarry F. Byrd (chairman)
presiding.

Present: Senators Byrd, Douglas, Hartke, Williams, and Bennett.
Also preseiit: Elizabeth B. Springer, committee clerk, and Colin F.

Stain, and L. M. Woodworth, Joint Committee on Inteinal Revenue
Taxation.

The CHAiMMAN. The committee will-come to order.
The first witthess is Mr. William L. Clayton, of the Anderson, Clay-

ton Co.
Mr. Clayton, will you comie forward and take a seat. We are glad

to have you, sir.

STATEMENT OF WILLIAM L. CLAYTON, ANDERSON, CLAYTON & CO.

Mr. CLAYTON. Thaik you, sir.
Mr. ChairmAn and Senator Wfl ifms, for the record mhy name is Will

Clayt6n, and I live in Houstdn, Tex.
I was formerly president and chairlitAn of the board of Anderson

Clayton & Co. I am still a member of the board of directors of
Anderson, Clayton & Co. and I appear here as their representative.

I am hbre cornlyt~ed ony with t hat portion of the Revenue Act of
1962 relatfing to the taxation of cooperatives.

Anderson Clayton & Co. was organized in 1904 to engage in the
business of the merchtandisinbf raw cotton.

We soon added other activities, among them cotton ginning, cotton-
seed oilmilling, and cotton warehousing, and compressing.

In all these businesses our chief competitor now is the cooperatives.
The operatives have an enormous tax advantage over us.

I woild like to give you, Mr. Chaitrmat and Senator Williams, a
simple illustration of this tax advantage. First of all, it is necessary
to say that the businesses of cotton gining, cottonseedboil'milling, ana
cotton wareh6ftsing are all activities which are progressing tech-
nologienlly jlust like other businesses.

This requires the investmrfit of much new capital if one is to keep
modern atid eoiftpetitive.

The first etton gin built by Anderson, Clayton & Co. in 1907 cost
$7,500. A mnddern cotton gin today costs $250,'000 or mOre.

1917
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A short time ago a solvent process was developed for the extraction
of oil from cottonseed, and the conversion of an old mill from the
present process of extracting to the solvent process costs from a half
million to a million dollars, depending upon the size of the mill. But
the main thing which has caused the necessity of investing large
sums of capital in these three businesses, the main thing tiat has
happened, has been a shift in the centers of production of cotton in
the United States.

To give you an example, in 1944, 15 percent of the cotton crop was
produced in west Texas-not the whole of Texas, but lust the western
portion-west Texas, New Mexico, Arizona, and California.

In 1961, 44 percent of the crop was produced in these same areas,
and the shift still contifues.

To sum up, these businesses are no different from any other busi.
ness. They are insatiable consumers of capital if they are to keep
modern and competitive.

Whether it be Aiiderson-Clayton Co., the cooperatives or some
other bperitors, this capital must come largely from savings out of
profits. This is an important element in the free enterprise system
under which AmeriIa has become the greatest in dtstrial nation in
the world.

The cooperatives, in additioih to tax-free savings, also have access
to cheap governtmnet capital.

Now, let us see what the respective opportitrilties are for the ac-
cUittlnti n of these savings as between a taxpaying corporation and
the tax-free cooperatives. For this purpose we will take two cotton-
seed oil mills in the WVest, one owned and operated by a tax-free co-
operattives, and the other owned and operated by a taxpaying cor-
poration.

With a good crop and a good season, each of these mills should
show an atnnitl profit of about $500000 before taxes.

Out of this sum the taxpaying corporation must pay to the U.S.
Treasury in taxes abOmt $250,000. Hence, it has left only $250,000
for dividends to stOtkholddrs, on which they also must pay heavy
taxes, income taxes, personal taxes, and for expansion or modern-
ization.

But its cooperative competitor, by issuing to its patron members
these little slips of allocation or scrip-on which the courts have held
that the recipiet cannot be taxed--the cooperative corporation will
have left $500,000 for expansion or modernization.

It is easy to see that the cooperatives under present laws and court
decisitis can continue adding to their existing gins, mills, and ware-
houses, and builditng new ones with tax-free earnings until their tax-
paying competitors are squeezed out of the pietttre. This is the situa-
tihn under existing law and court decisions.

Under this situation, Anderson, Clayton & Co. and their domestic
stbsidiaies have in the last 10 years paid a total incorporate income
taxes to the Treasury of the Uftited States a sum exceedig $62 ill-
llbn artid, in addiio-n, our stokholdors have paid heavy personal
income taxes oil dividelds received fr0mthe company. "I estimate
r6ughly thatt that tax would probably come to $90 onilf n, so that
the total which the U.S. Treasury has received from this enterprise
would be a rdiid $0 miilljon ih the last 10 years.

1818
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If the business conducted by Anderson, Clayton & Co. which yielded
this tax revenue to the U.S. Treasury, had been conducted by a coop-
erative corporation, the latter could iave conducted its affairs in such
a way that all this revenue to the U.S. Treasury paid by a taxpaying
corporation and its stockholders would have remained In the treasury
of the cooperative for purpose of expanding its activities and in-
creasing its tax-free profits.

The pending bill requires the cooperative corporation to withhold-
20 percent of profits paid or allocated to patron members. This with-
held 20 percent, I understand, is to be considered a patronage dividend
paid in cash.

This withholding feature of the pending bill is extremely impor-
tant because if the House version of the cooperative tax measure
should prevail, what the U.S. Government picks u in this 20 percent
withholding feature is probably about all they will get in revenue.

The pending bill permits the cooperative corporation to disburse
to patron members the remaining 80 percent of their profits in the
same kind -of allocations or scrip that are now issued, aer the adop-
tion of a bylaw requiring all patron members to pay taxes on such
allocations.

This, despite the fact that the courts have held that these alloca-
tions bearing no interest or due date, have no ascertainable market
value, and hence are not taxable to anyone.

If the bylaw provision in the pen ing Revenue Act of 1962 is
adopted, it is almost sure to result in the same type of litigation
heretofore experienced.

Presumably, the cooperative corporation, in need of accumulating
cash for expansion or working capital, will issue the same type of
allocations as heretofore, bearing no interest and without due date,
and thus of no ascertainable market value.

The cooperative corporation may then exclude such allocations from
income for tax purposes.

If the courts should hold, as is expected, that such allocation is not
taxable to the recipient regardless of the bylaw, then, in that event,
the exclusion is improper and should be disallowed.

It is respectfully suggested that the pending bill be amended to
read that if the courts should decide that the patron member cannot
be required to pay income'taxes on such an allocation, then the coop-
erative corporation would be required to pay the regular corporate
tax on its total profits, including such allocated profits.

This would make certain that the evident intention of the Congress
that atleast one tax should be paid to the U.S. Treasury on such profits
is realized.

I am sure that the chairman and the members of the Senate Finance
Committee recognize that the U.S. Treasury urgently needs this
revenue.

Under existing law, and even under the conditions of the pending
bill, many hutidreds of millions of dollars of cooperative profits are
escaping and will continue to escape taxation.

If this condition is not corrected, the, sums lost to the Treasury
will grow steadily by year as 6operatives take the place of taxpayingbusinesses.
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I want to say to the coinmittee with al] the earnestness that I ca,
command that no business paying 52 percent of its profits in taxes to
the U.S. Treasury can long continue to compete with another similar
business paying no tax to the U.S. Treasury or which call conduct its
affairs in such way that it will pay no tax to the U.S. Treasury. The
same statement will apply to the 20-percent withholding tax if that
should be the only tax in fact collected on cooperative profits. No
business paying 52 percent taxes can compete with a business that
pays 20 l)ercent taxes.

The business paying the 52-percent tax must liquidate or sell out to
the cooperatives.

This is the situation which all taxpaying businesses now face in
those activities in which the cooperatives find their best opportunity
for expansion such as the ginning of cotton, the milling of seed, the
cottonseed mills, the milling and storage of wheat and other graims.
I have only named a few.

I heretofore mentioned one aspect of the free enterprise system
under which America has become the greatest industrial nation in the
world.

Our antitrust laws are another element contributing greatly to this
result. Competition is, indeed, the life of trade.

Our tax laws relating to the cooperattives are leading to their
monopoly of cotton ginning and cottonseed oil milling in vest Texas,
New Mexico, Arizona, and California.

These areas prodtice 44 percent of the cotton crop of the United
States, and in them is located 86 percent of the cooperative cottonseed
oil mills, and more than 50 percent of their cotton gins.

Monopoly breeds inefficiency and inhibits iltiative, ingenuity,
inventiveness.

Anderson, Clayton & Co.'s investmw1it in the United States in cotton
gins and cottonseed oil mills lies almost excltisively in the four areas iii
west Texas, New Mexico, Arizona, and Califo6ifia, whiMh will be shown
on Mr. A. L. Reed's map when he testifies later on. His map is
exhibit A.

Gradually, but assuredly, we are being squeezed out of the picture.
The cooperatives needing to invest their swollen tax-free profits are
increasing their facilities, particularly in cotton. ginning and cotton-
seed oil milliig.

Even if we attempted to negotiate with the cooperatives for the sale
to them of our cottonseed oil mills and cotton gihs to be paid for mit of
their tax-free profits, we feel sure that they would not negotiate
seriously for the following reasons: The cooperatives would know that
so large a transaction, tending strongly toward monopoly, would cer-
tainly arouse public opinion against them in the areas of which I have
spoken, that is, of west Texas, New Mexico, Arizona, California, and
would endhiftger their tax-free status.

I feel sure that members of the committee will not have forgotten
the decision f the U.S. Supreme Court in the famous case involving
the Mfiryaffd and Virginia Milk Producers Association, which is a
cooperative composed of ab6tit 2,000 dairy farmers in Maryland and
Virginia.

Tn thit case involving the acqiiistionby the cooperative of their odly
important taxpaying competitor left in the area, the Embs.sy Dairy,
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tie Supreme Court denied the cooperative's Plea of immunt|ity frol
antitrutst law, and required the dissolution of that acquisition.

In view of this ulnanilmous Supreme Court decision con(eintig the
Jfonopoly in milk which the cooperative established by the acquisition
of the Embassy Dairy, it is very unlikely that the cooperatives in the
geographical areas to which I have referred will purchase the plants
of any of theirln)oI'tant taxpaying competitors.

It will be safer for them to continue to invest their saving, their
tax-free swollen profits, in building new facilities and just to let their
taxiaying competitors (lie on the vine.

here is now almost no market for the gins, mills, and warehouses of
taxpaying corl)orations and, in the end, the stockholders of such cor-
)orations will lose their property unless Congress provides promptly

for some equalization of taxes between the two tyl)es of business.
Mr. Chairman and members of the committee, thank you very much

for your patience in listening to this statement. If there tre any ques-
tions I will try to answer them.

h'le CHAIRMAN. Thank you very much, Mr. Clayton.
Senator Douglas.
Senator DOUGLAS. No questions.
The CHAIRMAN. Senator Williams.
Sen ator WIrLIAm.s. No questions.
The CHAIRMAN. Senator Bennett.
Senator BENNETT. I have no questions.
The CHAMMAN. Thank you. Your statement was directed at the

House bill
Mr. CLAYTON. I beg your pardon?
The CHAIRM3AN. YoUIr statement was directed at the House bill re-

lating to the taxation of cooperatives---
Mr. CLAYTON. It was, Mr. Clhairmanl.
The CHAIRMAN (continuing). And not the present law?
Mr. CLAYTON. No, sir.
The CHAI-MAN. You did not mention the present law.
Mr. CLAYTON. I stated the difltcilt situation we face under the

present law, and my statement, as you say, is directed additionally
against certain aspects of the House bill.

The CHAI. MAN. And you regard the House bill as behg inadequate
with resl)ect to-

Mr. CLAYTON. Inadequate; indeed it is, Mr. Chairman. It does not
assure collection of one tax upon cooperative profits.

The CHAIRM.AN. Thank you, Mr. Claytan.
Mr. CLAYTON. Thank you, sir.
The CHAIRMAN. The next witness is Mr. Samuel J. Lanahan of the

Progressive Tax Committee. Mr. Lanalln, take a seat, sir, and
proceed.

STATEMENT OF SAMUEL 3. LANAHAN, ATTORNEY, PROGRESSIVE
TAX COMMITTEE

Mr. LANAIJAN. Mr. Chairman aid members of the cOffiinittbe, my
tile is Sai&6l J. Lanaha. I am a law, yer prutiing i asliing-ton, D.C., with Offices inathe Transpii~tlttln Building.
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I am representing the Pr'ogressive Tax Committee, a group of cor-
porations who are suffering from competition given by cooperative
businesses.

Mr. Chairman, I do not propose to read my statement but, with your
l)ermission, may I have it inserted in the record?

The.CHAIRMAN. Without objection it will be inserted in the record
following your oral presentation.

Mr. LANAITAN. Before proceeding with my planned remarks. I
would like to clear up a point made by a cooperative representative
yesterday in his testimony.

He said that allocatedpatronage dividends cannot possibly be re.
garded as income to the cooperative. Now, this is entirely inaccurate,
in my opinion. This argument has already been answered by this
committee. It is quite similar to arguments made by representatives
of mutual life insurance companies in resisting tax on underwvriting
profits of those companies. In a publication of the Farmers Coopela-
tive Service of the Department of Agriculture, it is stated:

It Is a fact frequently overlooked that virtually all persons who carry life
insurance in a muttiil company receive what amounts to patronage dividefds-or
refunds. It is true that these dividends are not referred to as patronage dlvi.
dends, but in essence they are practically the same thing.

As you know, in the Life Insurance Company Income Tax Act of
1959 underwriting gains of mutual insurance companies were madesubject to the income tax. So if the cooperative spokesman is accurate
in lhis statement, then this committee was incorrect in what it did in the
Life Insurance Company Income Tax Act of 1959, and I do not-believe
that this committee acted incorrectly on that occasion.

Turning now to the bill in the tax message of the President of April
20, 1961, it. was reconimendod that cooperative earnings be subjected
to one tax, either at the cooperative level or at the level of the patron.
This is an appropriate first step in taxing cooperatives, but it must be
reco-g'ized as only a first step.An attempt to1ac1oplih the same result was made in 1951, antd
vaiiins court decisions nutlifld that legislation. As a result of those
co rt decisions, cooperativeinct ome allocated to patrons was deductible
by the cooperative, bdt was not indieded in the income of the patron.

Cooperative earnings fell through the crack and were not, subjected
to tax. They have enjoyed a tax holiday for a peild of a decade.

In evaluating the current proposal totry to effectuate the 1951 legis-
lation, it is well to examine why the 19 51 legislation failed. This is
said to be because there were no provisions In that legislation doling
with how the pattdti was to be taxed on amounts allocited to him bUt
not paid.

It is in the allocation of cooperative eartii s which are not actitidlly
ptti(l oit-o the patr1n thlit the stress and straitnfalls on any legislative
proposal. The -ere oisertion6f proCisions dealing with the patr6's
side of tins probl6th is not an entire cure, I submit, unless those pro-
visiofhs are eff6tive.

Now, the administration proposal is that cooperative earnings be
taxed once, either at the cooperative level or at the patron level. It
is t concomitant of this proposal, I believe, that if tiey are not taxed
effectively at the patron level thenfthey should be taxed at the coopera-
tivo level.
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During the course of the study of this problem by the Ways and
Means Committee, three solutions have been considered.

The first solution dealing with how noncash allocations of patronage
dividends are to be taxed, would require that the patron file an annual
consent to take the unpaid amount into his income. If this consent
is filed, then the cooperative may deduct the amount allocated to the
patron and the patron, of course, picks it up for tax purposes.

This achieves a nice balance. The deductibility by thercooperative
occurs at the same time as the patron reports it in his income.

In a press release of January 25, 1962, the Ways and Means Com-
mittee announced a tentative modification of this earlier annual
written-consent requirement. Under the modification, the patron
would be required to file a permanent written consent with the co-
operative, and he would have an annual option to revoke this perma-
nenit consent.

This is probably, as a matter of income tax law, as effective as an
annual written consent. It is a negative rather than an affirmative
act on the part of the patron and, I suppose, to whatever extent a
negative act is less effective than an affirmative act, it may be some-
what less effective, however, in insuring taxability of the allocated
amount to the patron.

When the bill was reported out by the Ways and Means Con-
mittee and, as passed by the House, a third solution was offered, and
this solution contains two alternative methods of consenting to take
intoxincome allocated but unpaid amounts.

The permanent revocable consent is retained but, in addition, it
is provided that consent may be evidenced by becoming a member
of a cooperative whid has bylaws stating that membership, .constitutes
agreement that patronage dividends shall be includible in income.

Cooperatives have stated that the bylaw consent is desirable in
order to remove from them the administrative buirdn, said to be
tremendous, of obtaining and processing annual consents. It seems,
however, that organizations which have shown such ability to grow
should be able to deal with such-a problem. Taxpa.ing corporations,
for example, 'have been able to survive, although it has been neces-
sary for them to obtain and process stockholder proxies.

The various solutions to obtaining patrons' consents have shown
a progressive decline from certainty of tax consequences. Each new
solution -iot only'removes to a o'reater extent the patron's opportunity
to decide for himself whether te is goig to pay a tax on an whOunt
which is n6t paid to him, but also increasingly iniets -by statute a
degree of uneortainty which does not seem warranted at this tiffle
if we are seeking to effectuate the 1951 legislation.

We are aware of the problems of the 1951 legislatioh, and we are
aware that a case invOlving a fact situation analogous to the bylaw
consenthas already beeh litigted.

In the Lohq Poidtry ease there was a bylaw which provided thAt if
a patron -dealt with that cooperative lie shottld treat the patronige
dividends as if they were paid to himn and rthvested by him in the
cooperative. 'To be sure, when the Long Poultrycase was litigated
therb were no specific statutory rules dealing with the tax donsequeoes
to the patron o su h a bylaw.,
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However, it, i's not entirely clear what this proposed legislattoln
would do. For example, let us assume that there is a cooperative
having a bylaw consent provision, and that a patron of such a cooper-
ative also files a permanent written conselit,

Now, some years later the patron, still dealing with the cooperative,
revokes his written consent. I think that the situation offers to coop-
eratives the happy prospect of a generation of litigation.

I would like briefly to refer tothe withholding provisions proposed
on patronage .didends. It is, of course, entirely appropriate that
patronage dividends be withheld upon, just as dividends and interest,
generally would be.

There are three reasons, it seems to me, why withholding on patron-
age dividends is appropriate.

The first also applies to dividends and interest generally; that is,
that. there is underreporting with respect to these items.

The second is pointed out in the President's tax message. The con-
fusion of existing hiw has probably contributed to a. great deal of
underrepbrting in this area, and withholding is needed if only for
educational purposes to show patrons that these patronage dividIends
are income.

The third reason is that objections to withholding are frequently
made because the distrlbutee of the-item is gding to have his spendable
income decreased. He is going to have less income to spend by reason
of amounts being withlield.

It seems to me that this argument does not apply in the case of
patronrrge dividends allocated in the formof scrip. The patron in this
ease is not having his spendable income decreased. He is merely
living his tax paid for him-at the cooperative level.

Accordingly, I recommend that the rules of proposed section 3483,
whereby it is proposed that any individual who does not. anticipAte
being subject to tax may file an exemption certificate, be made imap-
plia'ble in the case of patronge dividends paid in the form of scrip.

That concludes my statement, Mr. Chairman.
The C AIUAN. Thank you very moh.
Any questions, Senator bttglas ?
Se'nitbr DOUoLAS. Mr. Lanaliah, I wonder if I could try to boil your

testihiony down as tofle three points.
First, do I understand yotv to say that in the case of patroage

dividends distributed they should be taxed to the recipient, and 20
percent withheld by thecooperativo?

Mr. LANAHAN. 'hat is correct, Senator.
Senator DOTOAs. And ih the case of no6ftash pAtromige dividends

to the 'it dhvdtmal evidenced by the payment of scrip, this is treated as
income to the individtl and dedUtilfble at the source or 20 percent
wifthbl6iling at the source?

M~fr. jANAIIAN. That is the proposal, i tlthe bill, Senator.
Seniator D~tTOLAS. Yes; ahdy X6 agree with that?
Mr. LAN IIAN. I am endorsing thatproposal.
Senator DotNtLAs. That is right
Mr. LANAITAN. But I amhopisiigthat the taxability to the individual

patron will be made learer thanitis now.
SenatOr DOtOLAS. I understfd. But I mean, that is the priniple

you favor?
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Mr. LANAIIAN. That is the principle, sir.
Senator Douorbs. Then on the proportion of the savings reinvested

by the cooperative and not credited to the account of any individual,
you are proposing thfit that. be treated as corporate profits and subject
tothe 52 percent tax?

Mr. LANAIIAN. That is the present law, Senator; that would be
continued under the bill.

Setiiator DOUOLAS. And you favor that?
Mr. LANMAIAN Yes I do.
Senator DOUOLAS. Thank you.
The CHAIRMAN. Senator Williams.
Senator WILLIAMS. Mr. Lanahan, do you recommend that the com-

inittee retain the withholding provisions of this bill as they relate
to interest and dividends, as well as-

Mr. LANAITAN. Senator, it is difficult for me to make that recom-
inedation a-t this time. I am only saying that if there is to be with-
holding on dividends and interest generally, then certainly patronage
dividends fall into that kind of income with respect to which tax
should be withheld.

Senator WILLTA.S. Have you read the brief prepared by Mr. Mac
Asbill for the National Council of Cooperatives and, if so, do you
agree witlhhis conelutsions?

Mr. LANAITAN. Senator Williams, I. have read that brief. Mr.
Asbill writes very persuasively that a. bylaw consent provision is
constitutional. I believe that it is very probably constitutional,
Senator Williams.

I must say, however, that even the writer has to admit that the
matter is not free from doubt. He has the candor in footnote 6 of
his brief to say:

Those who have expressed doubt as to the eonstitutiondlity of the proposed
legislation have not analyzed the 1)r6blem correctly. They have erroneously
16oked to the document itself for the constittonKl Justiflfthtion for taxing the
patron. The writer of this memorandum, before he had given any study to
the constitttiontail issue and before he had placed that Issue in focus, also took
this approach.

He thn cites an article wherein he took the approach that the
paper allooation was not income within the mealing of the 16th
amendmenfit. His article appeared in the Virginlia Law Review in
1956. Now, I doubt if a journal of the stature of the Virginia Law
Review w6tild accept an article by a writer who hafd not placed the
issue in fodtis

So I subtinit thht it is not entirely clear when we have an able attaney
on both sides of the sate question.

Senator DOVOLAS. You mean the same attorney on both sides-
Afr. LANAHAN. Yes.
Senator DO6tinLs (cobtilit g). At different periods.
Mr. LANATIAN. At different periods, to be sure. But the issue was

latrpt in fOCus.
Senator DoraLAS. I am very ghlad to see a lawyer get in that position.

Politicianis are frequently placed in that position. [Laughter.]
Senator WILLIAMrS. I have no further questions, Mr. Chairman.
The CIAMMAN. Senator Haftke.
Senator HARtrKE. No questions.
The CHAI MAN. Senator BenOhtt.
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Senator BENNETr. Noqltestions.
The CIIAIRMAN. Thank you very much, Mr. Lanahan.
(The prepared statement of Mr. Lanahan follows:)

TAX TREATMENT OF COOPERATIVES AND PATRONS-SEOTIONS 17 AND 19 oF H.1. 10650

(39y S. 3. Lanahan)

In his tax message of April 20, 1961, the President recommended that all
cooperative earnings be taxable either to the cooperative to its patrons. This
proposal is an appropriate first step in the solution of the difficult problem of
cooperative taxation. As this committee well knows, an attempt to achieve this
result was made in the Revenue Act of 1951 but various court decisions rendered
this legislation ineffective by holding certain allocations of patronage dividends
to be nontaxable to the patron, although deductible by the cooperative. Even
though the patron is not taxed on the paper allocations, cooperatives are allowed
a deduction for the amount of current earnings so allocated even though not
paid. As a result, cooperative earnings have enjoyed a holiday from current
taxation for a period of over 10 years.

In evaluating any proposal to implement the President's recommendation, it
is important to keep in mind the fact that the 1951 legislation failed to achieve
its stated objective. The failure of the 1951 legislation is said to be attributable
to the fact that Congress made no specific provision in the law for the tax
treatment to be given noncash patronage dividends by the patron. The insertion
of such a specific provision, it is assumed, wolld cure the problem. However, it
is well to remember that the mere insertion of specific provisions is not the
answer if the confusion of the 1951 amendments is contained in the specific
rules to be inserted.

THE CONSENT WJYA:

The admiifstration proposal that cooperatitt, earnings be taxed once, either
at the cooperative level or to the patron implies that allocations of noncash
patronage dividends be deductible at the cooperative level only if the allocated
patronage dividend is includible in the income of the patron. This was not
spelled out by the administration but it seems to be the necessitry concomitant of
any proposal that cooperative earnings be taxed--if only once. Dtrilig the
course of study of this problem by the Ways and Means Coniulittee, three dif-
ferent solutions have been considered.

(a) In the so-called discussion draft, dated August 24, 1961, of what is now
H.L 10650, a cooperative was to be allowed a deduction for patronage dividends
paid in money or qualified scrip. For this purpose, qualified scrip was scrip
which could be redeemed in cash at its stated dollar amount within 90 days
after issuance and also scrip Which the patron has consented to take into
account At its face value in comfoutihg his income. In order for the paper aillo-
cation of cooperative earnings to be deductible by the cooperative, the patron
must have given a written consent to have it treated as a distribution for
income tax purposes. In this draft, this consent would have had to be given
annually by the patron. Thus the draft achieved a nice bal~dle--a deductible
item at the level of the cooperative atid an includible item in the income of
the patron. The annual consent removed any dfitbt concerningtaxability to~the
patron.

(b) In a press release of January 25, 1962, the Ways and Means Committee
announced its tentative modifittion of the earlier provisions c6ticerfting written
consents. The written consent Woulld be reqflired to be made only once rather
than every year. Such a consent would stand utitil revoked by the patton.
The revocation could, however, be made only on an annuhlM basis.

As a matter of income tax law, a permanent written consent to include an
amonflt in timome-even though not received-which is valid until revoked is
quite probably effective in achieving the tax result reqhested ift the President's
tax message. There may seem little difference between a requirement that
there be an annual written consent to pay tax on aotunts not received and an
annual revocable opportunity to decline to pay such a tax. Still the anniml
consent is an affirmative and new agreement that the earnings will be reported
by the patron as income for tax purposes. The annual opportunity to revoke
a permatent consent is negative in nature, that is, the patron agrees that he
will report his annual allocated earnings unless he decides to refuse, to do so
and takes steps to refuse to do so.
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To the extent that a negative statement is less certain than a positive agree-

meat to inclUde something in income, the action proposed in the Jantary 25,
1962, press release, jeopardized the objective sought in the President's message,
I.e., to insure that cooperative earnings are definitely currently taxable.

(o) The third solution to the consent problem Is that now, in H.R. 10650, as
passed by the House, there are two alternative methods by which a distributee
may make a consent so that the amount of a patronage divided allocation is
not taxable to the cooperative. The first is by the annually revocable perma-
nent consent. The second Is by becoming a member of a cooperative which
has adopted a bylaw providing that membership constitutes consent and by
receiving a written notification and copy of the bylaws.

The proposed solutions to the problem of insuring that noncash allocations
shall be taxed to the patrons have undergone a progressive decline from cer-
tainty. Certainty is retained, however, with respect to the allowance of a
deduction by the cooperatives for such allocations.

A situation analogous to the bylaw consent rule has already been the subject
of litigation. In Long Poultry Farms, Inc. (249 F. 2d 726 (4th Cir. 1957) ), the
bylaws of the cooperative there involved provided that the patronage divi-
de'lds should be treated as distributed to the patron and then reinvested by
himi. The court held that the patron did not have to report the amount of
these paper allocations in his income in spite of the Government's argument
that dealing with a cooperative with bylaws containing such a provision shottld
be treated as consent by the patron to report allocated but undistributed
income. While it is true that if H.R. 10050 were enacted there would, unlike the
situation in the Long Poultry case, be statutory rules dealing with the taxability
of noncash distributions to patrons. It would be regrettable, however, if these
rules are so drafted as to permit the confusion of existing law to continue.
H.R. 10050 would also insert a new opportunity for confusion not present in

existing law. As indicated above, the bill retains the revocable individual con-
sent as an alternative method of consent. Assume that a cooperative has
obtained its members' consent to reporting patronage dividends through both
alternatives, i.e., through individual consents and also through the bylaw
route. Assume further that a member revokes the written individual consent
but continues to deal with the cooperative. This situation offers to cooperative
management the happy prospect of a generation of litigation.

Cooperatives have argued that the necessity of obtaintifg and processing
written consents would Impose a tremendous administrative burden and ex-
pense on them. In view of the acumen and energy which cooperatives have
shown i their competition with other businesses, the argument seems un-
realistic. It seems unlikely that the burden of obtltifilng anntill written con-
sents would be insuperable. The taxpaying competitors of cooperatives have
been able to meet and solve the problem of obtiltting and processing stock-
holders' proxies. Acceptance of this argument by cooperatives would seem to
disparage the ability of cooperative management.

Any contention thit the administrative burden of individual revocable con-
sents wohld be too great for cooperatives to bear must stand or fall on a showing
that the farmer will not do as well financially as if he remains in cohtitrl f
his own tax llfibility. To Allow the individual farmer the opportunity to make
his own oholee concerning payment of Income tax on amounts he has not re-
ceived is clearly more advantageous to him thah-If he were to be denied this
(h1ce.
Ili additln 'to a progressive decline from certainty of tax consequences, each

nev proposed solution removes to a greater extent the patron's opportunity to
decide for himself whether he is going to pay a tax on his shitre of the net
profits of the cooperative which he is not allowed to receive. It is difficult t0
understand why the responsibility for deterntlning the taxation' of cooperative
patrons should rest solely with management and should not be entrusted to
the iiididitil taxpayer.

It is recommended that there be only one rule concerning the consent by a
patron to include noncash allocations of cooperative earnings in his income.
This rule should require an annual written consent todo so on this part. This
seems not only fair to the patron but also the mo t effective means of preventing
litigation over the question whether the patron has income with respect to
these undistributed amounts.

In the event this solution Is not adopted, it Is recommended thAt, at the very
least, steps be taken to insure thit this 1062 legislation shall not result in a
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contalflled tax holiday for cooperative earnings. An appropriate safeguard
to this end would seem to be to require that the cooperative be held taxable ot
earnings allocated to its patrons to the extent held not to be Includible in their
income.

WITIIIIOLDINO ON PATHONAGE DIVIDENDS

In the President's tax message proposing withholding on dividends and In.
terest generally, the withholding system, of course, included patronage divi.
ends. The message stated that there is underreporting of patronage dividends
just as there is underreporting of dividends and interest. The message further
pointed out that the confusion in the law during the past few years with respect
to the includibility of paper allocations co~fld not help but bring about under.
reporting.

Accordingly, in addition to normal Ufnderreporttig in the case of patronage
dividends, there is a further reason for withholding on these items, i.e., the
necessity of educating patrons that their patronage dividends are includible
in income. A withholding sytsem will assure that the average patron will have
sufficient cash with which to pay his tax on scrip which he has consented to
take Into income. As the President's message points out "rather than con.
stittting a hardship, withholding would assist runny patrons."

Proposed section 3483 In section 19 of HR. 10650, contains special rules
allowing an ildividtiail to file an exemption certificate with the payor of amounts
whlh would otherwise be subject to withholding. Payments to such an Indi.
vidual will not be subjeCt to withholding if lie certifies that he reasonably be.
lieves tha lie will not be liable for any income tax for the year in which the
payment would be withheld. According to the report of the Commlittee on
Ways and Means, this rule is inserted to prevent hardships in tile case of
those who may be subject to overwithholfling and thus may otherwise have
a drop In their spendable income-at least during the first year in which a
withholding system is intrOduced.

Proposed section 3483 may be an appropriate provision for payments of dlvi.
ends and interest to persons who will not be liable for income tax. However,
thq reasons for Its insertion do not seem to apply In the case of Iatronage
dividetids where the payment is to be in the form of scrip. In such a ease tile
dlistrilittee does not receive cash in ay evefit and does not undergo ahy hardship
by being deprived of spendable income because of the introduction of a with-
holding system. Accordingly, it is suggested that patronage dividends be elhi-
inated fr6hi the scope of proposed section 3483.

The CI1AicA.mN. The next witness is Mr. G. G. Giebink of the Graill
and Feed Dealers National Association.

Take a seat, sir, and you may proceed.

STATEMENT OF GILBERT G. GIEBINK, GRAIN AND FEED DEALERS
NATIONAL ASSOCIATION

Mr. Gihf.iNx. Thank you.
.Mr. Chainrli a~d fllobers of the qohminittee, mny name is Gilbert G.

Giebilk. I am fifiantial vice president ancd treasurer of F. H.
Peavey & Co. of MAfileapolis, MifIh.

My company is engaged in the grain, flour, and feed business.
I appear here today on behalf of the Grain and Feed Dealers

NatiMnal Asso~iitton of wlilch our eelpany is a rnmfiber.
Jiust by way of bfidkg.ti d, the Grain and Feed Dealers National

Associati6n l s 66 years old, has approximately 1,700 meMbers in 47
of the 50 States.
The docftM et tlfat you gentlinh are looking at is obviously
~tilrely too 11g to be read. I woitldlJike to request that it be ma'de a

par-t of the reeird following the oral statemint whieh I would like
to mnake at this time.
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The way I would like to approach this is to call your attention to
)articular parts of the long statement and some of the charts and

facts and figures that are appended to it as exhibits.
It occurs to me that there could be no more appropriate time to

apear before this committee urging that the cooperatives be taxed.
1i as an * diidtal, have just parted with the last of my tax dollars

for 19(1. 1 have just paid the first small installment on what it looks
like I will owe for 1962. I suspect that most of you have done exactly
tle same thing.

To the best. of my knowledge any sigle one of you has paid iore
than the combined tax paid by the inultimillion Farmers Ulion Graill
Terminal Association, Farmers Union Central Exchange, and several
hundred other tax-exempt cooperative corporations which are doing
business in competition with my employer. That happens to be my
own personal position, and I think it should be yours. There are
many more individuals just like us.

There is another point that occurs to me which has been obscured
by the heat of the controversy over this question the past 15 or 20
years. Many people lose sight of the fact that it is not the inaniaate
taxpayig corporAtion that is objeeting to the privileged tax treat-
ment whi h is received by cooperative corporations. These corpo-
rations, like my employer corporation, are just people-people like mae,
who are employees and who have their lives and futures tied up with
(he business people like our stoekholdes who have a lifetime of
savings invested in the business.

There are literally millions of us whose jobs and investilents aire
jeopardized by the lack of taxation of cooperatives.

Here is the way I would like to cover the balance of the statement.
I am going to make a number of points to provide the groundwork
and the background for the conclusions and the recommendations
which we wll make-then the recommendations.

Firsa-.1 would like to show that the cooperatives generally have
grown in size and impotalce. I would like to review a few specific
examples.

Second, I wanit to show that tax advantage influonoes growth and
coiptitive position n.

Then I would like to discuss a few facts afnd some of the fallacies
which apply to the coltroversy, and fltially we have a few specific
recommendations to make whi8h have particular application to the
bill which you gehtilom n are c onsidering.

First, abotit the present size and impotence ad growth: Some-
thing has cmu-rred hi recent years which I have leverlee qitilte able
to uniderstatid. Cooperatives at many times are inclined to minitnizo
the filportalce of our ecotomy. For example Mr. Rumible, who
appeared before you yesterday, at the tire of the panel discussions
i the Ways afd feas Committee, suggested that the $14 or $15

billion 0f gross business done by cooperatives was no imre than that
(lone by just a few large cdiA11, ratiblqs in the country. I thiik he
"e felired to Stanfdard -of New Jersey, A. &P., and a few others.

An important fact which he neglected to Point out whs t hat these
corprations although they did the same amotint of corp ooration busi-
ness, also Paid inathe same year approximately $800 mil ion of income
tax to tie federal Governmff ent.
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The point, is that in outr statement we ha ve mAade the important point
that cooperatives are large, that they have grown, and that they arm
continuintg to grow at a rapid rate.

Now, all of this is pointed out in a bar chart which we have used,
which shows in chart form exactly what has happened in recent ears.

If you will look at the chart you will notice that back in 19 6 the
total volume of business done by the cooperatives amounted to $2.4
billion.

Using the Farmer Cooperative Service's own figures, this business
had increased to $14.9 billion by 1959.

Wre like to be eminently fair in approaching this matter of growth,
and it. is quite obvious that part of this growth is attributable to
change in price during this period of time, so we made another calcu-
lation. We attempteA to take price out of this by using a series of
price indexes. The methods of computation are described in detail
i the particular exhibits.

The bars on the right-hand side of the chart show the increase in
adjusted volume of business, giving effect to constant dollars.

It is always helpful if you think in terror of the matter of growth in
the light-of a few specific examples. I wotld like to use the Farmers
Union Grain TerminAl Association, which happens to be a close com-
petitor of my own company. I use it because they operate in my
own backyard, and because I maintain a rather complete file on their
operations.

I would like to have you take a look, if you would, at the statement,
in which we have included a comparative balance sheet for the Grain
Terminal Elevator Association. I think it is particularly interesting
to notice that their total assets increased from approximately
$1,350,000 in 1939 to approximately $89 million at the end of their
last fiscal year.

Obviously, this occurred in conjunction with increases in liabilities
at the same time, but their increase in the net worth of their btusiness
during the same period of time was from about $350,600 to approx-
imatdel $41,30 000

Someof the more recent acquisitions of this large business are out-
lined inty statemfit.

A few years back they acquired the McCabe Elevator Co., 57 eleva-
tors in 1958, at a cost of $6 l1.on.

A little later on they acquired 40-odd Archer-Daniels-Midlanid Co.elevators at a cost of approximately $1.5i million. -

In 1960 they acquired the assets of 'the Honeytnead Products Co.,
a soy bean processig oi~porati~n locatedin Minnesota. The cost was
$6 million.

In the fall of last year they ac-uired the assets of the Minnlesota
Linseed Oil Products Co. at a cost which I do not know.

The acquiitttihs of this large cooperative coi~oration in the past
few years have aofiotmntei to appt oxImately $15 million of assets Of
bus hfmsses which were taxpaying corporations.

Our exhibit D shows the growth of this terminal associations Over a
10-year period ending 1961. What we did in this bar chart was to
slow the actual growth -of the1 Farmers Union Terminal Association.
Then we tried to use the same annutal rate of earnings, applying thow
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same percentage earnings to a taxpaying corporation, starting out
with the same net worth.

It is interesting to notice that the Farmers Union Terminal Associa-
tiOn's net worth increased from $21.9 million at the beginning of the
period to $41.3 million at the end of the period, whereas a taxpaying
corporation operating under identical circumstances and with a similar
rate of return wOuld have increased from $21.9 to $29.3 million.

We did one other thing in conjunction with this in an attempt to
get at this problem-this matter of the growth of taxpaying and non-
taxpaying corporations which is before you. We put together another
chart which is exhibit l. Here we took the Farmers Union
Grain Terminal Association's beginning net worth in 1962, $41.3 mil-
lion, and we started them out with that. Then we made a few assump-
ti ns, and these are brought out in the figure work that follows the
bar charts. We assumed, for example, that they would earn at the
rate of 10 percent a year before taxes on their beginning net worth
at each year, and we projected this annual rate of return out over a
10-year period.

The black bars in exhibit E'show that if they were able to sustain
this rate of growth, they (the FUGTA) could approximately double
their net worth in 10 years.

We then did another projection and we assumed that they had 20
percent less money each year to grow on, this being the money approxi-
mately equivalent to the withholding tax which would have been paid
under the House bill.

The growth could still have been from $41.3 to $82.7 million in
the 10-year period.

Then we compared this with a taxpaying competitor operating
under a 52-percent tax assumption. It could have increased Its net
worth froth $41.3 to only $54.6 million.

In the process of doing this, we do not want to overlook the regional
supply cooperatives. We refer to these in exhibit F.

We show some figures in exhibits F, G, and H relating to the finan-
cial statements of 16 major regional farm supply cooperatives.

I think it is particilaly interesting to note the nc1eas in assets of
this particular group of copperatives which, as I recall, was from> a&-
proximately $100 1 million lhi 1945 to a;pproxitately $600 million by
1959, a growth o f appioximhtely 600 percent.

Ex1ibit I is another exhibit which relates to the Farmers Union
Central Exchange,-an iirease in net worth during the last 10 years
of the difforence between $25 million beginning and $67 million fet
worth at the end of the period. .

We also show some figures at page 12 which relate to the Farmers
Elevator Service Co., at Fort Dodge, Iowa, to show what can haPn
to a substantially smallor regional supply cooperative: $1,400, at
the beginning of a recent 5-year period and almost $3,900100 at the
end of the 5 years.

I think we can, see that these figures aid facts do establish the fact
of growth, establish a fact f rate of growth, and we derive a con-
clusion from this that under existing circutnistances we may assume
this growth to c ntinue over an extended period of years.

We also know that tax advatitage has a very real bearing and
influence upon the growth of these co0pbrative corpoitltins.
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It has been a major contributing factor.
We go on at pages 13 and 14 to show how grain elevators operate,
I am sure that many of you who are familiar with the agricultural

areas know how grain elevators receive and store grain, how they
handle it, ship it to terminal market, and if they buy it and sell it
they hope to obtain a margin to compensate them fo the services
performed. If it is grain for storage, storage is performed for a
storage fee.

We point out how grain cooperative elevators operate under similar
circumstances, how the types of their operation are the same.

We point to the present tax treatment of these grain cooperatives
tinder existing Treasury regulations, and more specifically under the
statutory exemption available to the tax-exempt cooperatives, and
from this we derive two conclusions:

1. That the tax advantage received by cooperative corporations is
translated either into price, the price at which grain can be bought
by the country grain elevittor, or (2) if it not directly translated into
price it is translated into retained earnings.

In either event, whether price or whether earnings retention, this
has a very direct bearing upon the rate of growth of the cooperative
elevator.

If it is price, the cooperative corporation is able to pay slightly
more for grain than its noncooperative competitor. We all know that
farmers will patronize an elevator where they can consistently get the
best total price.

This influences volume, and volume, in turn, has a direct bearing
upon unit cost. The greater the volume the lower the per unit cost,
and the advantage attribttble to income tax avoided rapidly
pyramids.

The growth of cooperative corporations is more dramatically af-
fected by the amount of earnings which they retain. Here we pre.
pared two exhibits, J and K, and I think they will be worth a little
bit more careful examination.

I would like to have you look at exhibit J first. This is a series
of bar charts supported ly the figure work in the tables 1 through 7
immedittely following the main chart.

What we have tried to do here is to take a series of assumptions,
and we apply identical assumptions to taxpaying corporations and to
cooperative corporations. Then we try to project these out for a 10-
year period of time.

For example, we start in this chart with beginning net worth of $1
million. We do this so we can talk about a 52-percent tax rate
siturition.

We apply a uniform rate of return through this 10-year period of
16 percent before taxes per year.

We use this figure because this will permit a taxpaying corpora-
tion to pay a dividet'd afid to retain earnings for growth.

Now, here is what exhibit J shows: The first bars recite the iforma-
tion in table 1, and they show that growth of a noneooperative tax-
paying corporation during a 10-year period, starts at $1 million and
at the end of 10 years it will be up to approximately $2.1 milll0.
It will have paid a tax of $1,187,000.
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An identical cooperative corporation starts with the same net worth
earnings at the same rate of return during this period of time will
have grown to approximately $4.4 million by the end of the 10-year
period.

Then in tables 3 and 4 all we have done is introduce another as-
sumption. We have said that both corporations are going to pay a
4-percent cash dividend on their beginning capital or $40,000 a year
as a return on that $1 million of investment.

Even under these circumstances the growth of the cooperative is
substantially more rapid and will grow to a greater extent than can
its taxpaying corporate competitor.

Then in tables 5, 6, and 7 we introduce some other assumptions. In
table 5 we assumed 20 percent withholding and the balance retained.

In table 6 we introduced a revolving fund assumption, and in table 7
we introduce a revolving fund assumption and a 20-percent tax.

Then we go on and we have applied exactly the same type of an
approach to $100,000 beginning net worth corporations in exhibit K.

We apply a series of assumptions to these groups. Here we have a
noncooperative corporation in the table 1 example which, at the end
of the 10-year period, ,will have grown from $100;000 beginning net
wortll to $271,000. "

The cooperative competitor, under the same types of assumptions,
will have grown to $405,000.

Tables 3, 4, 5, 6, 7, 8, and 9, as I said, introduce other assumptions;
the payment of dividends, withholding which incidentally, is in-
corporated in table 7, and it shows that a cooperative corporation, even
under a 20-percent withholding assumption will still have grown
from $100,000 to $300,000--$311,000 in this 10-year period of time.

I think you will find these figures, these bar charts, helpful to you in
understanding the rate of growth, how tax advantage contributes to
this growth, and the potential end result where you continue to permit
cooperative corporations to accumulate capital at a relatively low cost.

We have used a couple of other exhibits, and I am going to skip
over those very hastily.

Exhibit L is a very interesting exercise in figures. We tried to set
up a cooperative corporation with an assumpttdn that it would pay a
4-perefit cash dividend on its beginning equity, that it would dis-
tribute all of its earnings in cash, and that it wold be successful
in obtaining the reinvestiment of approximately 50 percent of these
cash dividends. Even under those circumstances we find thht a
cooperative corporation can grow at a mubh more rapid rate than its
taxpaying corporate competitor.

Tihen we get around todiscussing some facts and ffllacies, and I
suspect this is where a certain amount of the heat involved in this
argument has developed. I would like to pint out just one or two
of tlose.

It is erroneously alleged that cooperative corporations do not have
income. We havediscussed this.

We point to a statement by Mr. Roswell Magill who has appeared
0n behalf of our association a miumber of times previously, in which
hie encludes that it cannot be fairly held that a cooperative has not
realized income.
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I have lived with corporate finance for the past 10 or 15 years. A
point that I want to get across to you is the importance of capital
and the contribution which it makes to -the success or lack of success
of our company.

For some reason or other-and I am not entirely sure why co.
operatives do this-they almost completely disavow the contribution
which capital invested in a business makes to the yearend result. At
the same time, however, they argue that capital is absolutely necessary
for survival.

If capital is necessary to sustain growth, then it must contribute
importantly to the margins which arise at the end of the year-or why
have it i

In any other business, these yearend margins are regarded as
earnings on capital or the cost of the hire of capital, and the income
tax consequences on the realization of this income cannot be avoided
by .any anticipatory contractual arrangement however skillfully

The facts are that the yearend margins of any cooperative corpora-
tion just like any business corporation, are the result of the patronage
of the cooperative's customers, the skill of the cooperative's laboring
force, the enterprise and ingenuity of its management and, above all,
the capital which is invested in the facilities, the tools, machines, and
working capital which makes all of this possible.
Another fallacy: Patronage dividends are merely price adjustments,

the additional yearend payments for commodities purchased, or a re-
fund of'overcharge for goods sold. We cover this in our statement.

I have been in the grain business for many years. I was raised in a
small town in Iowa. I worked in a grain elevator out in North Dakota.
I am not going to go into the detailrof a typical rain transaction, but
I think most of you will appreciate that the grain which is bought by
a country elevator is of many grades, many qualities. It is commingled
when stored.

It is almost impossible to identify patron A's grain with patron B's
grain, or to trace transactions through. And yet almost without ex-
ception tho patronage dividend on all customersO grain is identical with
respect to the class of grain handled. The wheat dividend may be 5
cents a bushel, and 'this applies to patr-ns A through Z.

The point that I want to make is that, in my opiiion, it is impossible
to devise a system which will effectively determine and trace the
profit margitior earnings mktrgin or patos' overdeposit 'call it what
you wish, with respect to any single patrtin's individual transa6ctin
with his cooperative. It simply cannot be done.

Here, agaarn, the maiqp0oint we are trying to make is that something
other than the commodity itself is involved in creating whatever itis
that the cooperative corporation ends up with at yearend.

Capital and labor and a sometimes forgofth element called enter-
prise have something to do with yearend profit and loss.

No one should fool themselves in talking about price adjustmonto
To say that patronage dividends are price adjustments is merely

a convenient way of describing earnings which are distributed on the
basis of patronage rather than as a return on investment.

This point becomes vety clear when you examine any of the 10-year
exhibits. It is very apparent because farmers who do business with a
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cooperative association, who have done business with a cooperative
association, 10 years ago left their earnings with the cooperative
corporation to provide the capital needed.

The same was true of the patrons 9 years ago, 8 years ago, 7 years
ago.

In the case of the Farmers Union Terminal Association, if this
money had been worth only 5 percent, the value of the cumulative
earnings retentions this year would have amounted to about $2 mil-
lion. In other words, if they had not had this money available and
had had to borrow at 5 percent, it would have cost them $2 million to
obtain it.

This money was, in fact, distributed to the current year's patrons
on the basis of this year's patronage.

So what has happened is that the earnings derived from the accumu-
lations of a period of years, from many, many patrons, am distributed
to this year's patrons.

Then we go on to fallacy No. 3: Cooperatives are small and imma-
ture, need protection as infant industries.

It is difficult for us to see how this point can be made in view of
the very large and substantial growth of many cooperatives in recent
years.

Fallacy No. 4: This is one that I would like to get across to you-
many prominent cooperative spokesmen say, in effect that any business
which chooses may organize so as to refund earnings to customers
on the basis of patronage and may deduct such refunds for tax
purposes.

I suspect that is right, but it is an obvious impossibility.
Any corpOration such as mine or any corporation which has an

obligation to its stockholders, if it distributed all of its earnings to
its customers rather than to its stockholders, would have little reason
to exist.

To suggest this as a desirable alternative is to deny the existing
owners of taxable corporations the right to a return on their invest-
ment, and it will, in effect, prevent the creation of any corporations
where capital must be obtained for a price. .

Then, there is another fallacy. Cooperative corporations do not
have access to capit.l markets as do taxable noncooperative cor-
porations.

We included an exhibit, exhibit M, whitdh shows the loans to farmer
operative associations made by selected U.S. lending agencies, and
this is primarily the Banik for Cooperatives, duiing the years 1930
to 19'60. The most recent figure would indicate that these loans
aniounted to approxiniattely $648 million on the first of January 1961.
By July they dropped off to $594 million, but this is a seasonaltype
fluctuation.

So far as I know, and I have been in the business of raising money
for grain companies for, many years, cooperatives can, and often do,
borrow from many ndngovernm nt agencies.

They regularly issue various types of debt instruments and have
been successful in selling them. The y can and do issue preferred
stock, and exempt cooperatives have a signiflcant advantage over their
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taxable competitors because the dividends on such stock can be paid
with 100-cent dollars.

I see no reason why a cooperative corporation that is well run and
well managed does not have access to capital markets to obtain the
capital necessary for operations and consistent growth.

It is quite obvious when you put this together, that this association
cannot agree to the limited and substantially ineffective proposals
for partial taxation of cooperative corporations and their patrons as
l)roposed in H.R. 10650 which is now before your committee.

In this respect, we would subscribe to a conclusion previously ex-
pressed that the bill represents an unbelievably complicated way of
posing a 20-percent tax on cooperatives.

There are a lot of legal objections. I think these have been well
stated by some of the persons who have appeared before you. Mr.
Lanahan considered and covered all of them that I know of, Mr.
Bryson before him, yesterday afternoon.
We do have one particular point, and this relates to the consent

provision. We have never quite believed that it was right to make
a farmer or other patron pay a tax out of his own pocket when he
receives a noncash dividend over which he can exercise no real do-
minion and control.

In this respect, I would just like to point to the paragraph in Mr.
Shuman's statement in which he concluded yesterday that the consent
provisions of the bill are unworkable and unacceptable.
Now, a little more about the recommendations which we would

like to make, and these are incorpoarted on the last page of the pre-
pared statement. We would like the privilege, Mr. Chairman, of
submitting some specific recommendations for the taxation of coop-
eratives, but these recommendations would include essentially the
following:

They would include a suggestion that sections 521 and 522 of the
Internal Revenue Code be amended to allow the benefits of exemption
to newly organized cooperatives for a limited number of years.

We do not think it quite right to continue to permit this exemption
to apply to cooperatives which have grown, which have had the bene-
fit of exemption for 25, 30, 35, 40 years, and which are already now
well -established and mature.

This amendment should bear some relationship to the size of the
business and, perhaps, it should be made progressively applicable over
a period of the next few years.

In conjunction with sections 521 and 522, we see no reason what-
soever for the provision which, in effect, allows the income from
Government business to be distributed tax free. This privilege should
be terminated immediately.

On the patronage dividend question, we believe that the deduction
for patronage dividends shlUld be limited to cash patronage divi-
dends, and when we say cash it must be interpreted and defifled to
mean only those distributions paid in cash as that term is commonly
understood in commercial usage.

The recipient of the dividend should have complete dominion and
control over it; he ought to be able to call it his own; he should be
able to do with it what lie wants.
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To the extent that withholding is applied to other dividend and
interest payments, we believe it must also be made applicable to all
patronage distributions.

Finally, we believe that a large part of the earnings of a coopera-
tive must be taxed at the corporate level. The earnings so subject
to tax should be substantially equivalent, to the income which is de-
rived from the capital invested or employed by the cooperative
corporation.

We would like to recommend that this committee give serious
consideration to the Canadian system under which patronage divi-
dends may not be used to reduce the income of a cooperative corpora-
tion below a certain percentage of the capital which it employs in
any taxable year.

This was their way of getting at the problem of income on capital
used or retained in the business, and it is one way of resolving this
problem and the similar problem of price adjustment or the price
adjustment factor which may be involved in any patronage
distribution.

I would like to conclude this statement with a request and a hope
that this committee will take significant action to give noncooperative
taxable corporations a Magna Charta of their own. We need it
very badly if we are to continue to survive in competition with these
large businesses. Without it we are all going to encounter considerable
difficulty, and in many areas I feel that there will be little, if any,
noncooperative competition to the large and growing cooperatives
which have preempted the field.

Thank you very much.
The CHAIRMAN. Senator Douglas.
Senator DOUoLAS. Mr. Giebink, you referred to the banks for the

cooperatives. When were they set up and approximately when was
the authorizing legislation passed, do you remember?

Mr. GIEBINK. As I recall , this was back in about-the original
exemption was set up a a form different than it is today, back in
about 1916. For many, many years, the exemption obviously had
limited effect. because the corporate income tax-

Senator DouGLAS. I am speaking for the banks of the cooperatives
which you mention, the special banks.

Mr. (GiTEINK. The central banks for cooperatives-I am looking at
the chart on exhibit M-the banks for cooperatives in 1030 had no
loans on farmer cooperative organizations. By 1940 they had made
$76 million of loans, so I would assume that somewhere between
that period of time the banks for cooperatives started making loans.

Senator DOVOLAS. Can anyone supply that fact?
Mr. REED. 1938, Senator, was the first Farm Credit Act which set

up the Bank for Cooperatives, and in 1950, the 1950 act enlarged it.
The CHAIRMAN. ill you idetitify yourself, please, sir?
Mr. REED. Yes, sir. I am A. L. Reed.
Senator DOtOLAS. Thaflk you.
No, Mr. Giebink I want to see if I understand your specific recom-

mefdfations. In the matter of cash patronage dividends, are you
saving these should be first taxed in the cooperatives and then be
subject to individtal income tax?
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Mr. G IEBINK. Senator, a cash patronage dividend consists of two
things, as a general rule. It is part income and, to some extent, it is
part price adjustment. It is our basic premise that the part of that
patronage dividend which is income should be taxed at the corporate
level, and would then be taxed again at the patron level.

Senator DOUGLAS. That is your position? °

Mr. GIEBINK. That is correct. But under the circumstances which
exist with respect to this bill, our recommendation has been made
that you make your start at this time by permitting the cooperative
corporation to deduct cash patronage dividends. These would then
be taxable to the patron recipient of that cash.

Senator DOUGLAS. In other words, you are not now contending that
there should be a prior tax on the cash patronage dividends of 52
percent and then a subsequent taxation on individual income, but
you are willing to have these taxed purely as individual income; is
that correct ?

Mr. GIEBINK. We will not ask for that at the present time; that is
correct.

Senator DOUGLAS. And, of course, to have that accompanied by
withholding.

Mr. GIEBINK. Yes, sir.
Senator DOUGLAS. Now, second, as to noncash dividends credited to

the account of individual members according, presumably, to their
sales or purchases, do you wish to have those taxed as individual
income or as profits to the cooperative?

Mr. GIEBINK. We believe that those should be taxed at the corporate
level.

Senator Douoras. At the corporate level.
Mr. GrIEBINK. At the corporate level rather than-
Senator DOUGLAS. Would you also have them taxed as individual

income?
Mr. GTIEBINK. In this respect, when ultimately distributed in cash

they would then become allowable deduction at that subsequent date to
the cooperative corporation and would be taxable at that time to
the patron. You see, scrip at some later date will be paid in cash.

Senator DOUGLAS. In other words, you would only have the corporate
tax superseded by the individual tax when there was a later cash dis-
tribution; it that correct?

Mr. GIEIINK. That is correct.
Senator DOUGLAS. In the case of reinvested savings, not credited to

individuals, you believe this should be taxed at the corporate level?
Mr. GipnINK. These amounts of money which a patron or a member

would reinvest-
Senator DOUGLAS. Not reinvestment by individuals, but withheld

by the cooperative without being crediteti to the account of any indi-
vidual member.

Mr. GIEnINK. I am sorry, sir. Those should be taxed to the cooper-
ative corporation, as they are, incidentally, at the present tite.

Senator DOUGLAS. Yes.
The CHAIRMAN. Senator Williafts.
Senator WriLtAms. No questions.
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The CHAIRMAN. Senator Bennett.
Senator BENNiIIr. Mr. Chairman, I have several questions to ask

the witness.
You are in the grain elevator business, and you have referred par-

ticularly to cooperative grain elevators as your competitors.
In the process through which the grain is brought to the elevator by

the farmer, he gives a mortgage to the Commodity Credit Corporation.
He later decides to let the CCC take the grain, and at some point along
the line the Commodity Credit Corporation 'becomes the owner of the
grain; is that right?

Mr. GIEaNK. That is correct; essentially so, Senator, yes.
Senator BEWNE'r. Well, I am sure -
Mr. GnEBINK. We are assuming a farmer who has taken a loan on

grain and the loan has been defaulted so that Commodity acquires
title.

Senator BENNE-r. Can you tell me approximately the percentage
of the business done by the Farmers Union Grain, whatever they cl1
it?

Mr. GIEBiNK. The Terminal Association.
Senator BENNETr. What percentage of grain stored by the Terminal

Association is actually grain that belongs to the Federal Government
and has passed out of the hands of the cooperative.

Mr. GIEBINK. I think, Senator, that they, as Is typical of many
other large cooperative corporations or noncooperative corporations
in the business, derive a very substantial part, of their earnings in the
business of storing government grains; in their instance it would -be
several millions of dollars, I do not have the specific figure.

Senator BeINNETt. Would it be fair to say when t e grain actually
passes into the hands of the Government the cooperative has no longer
any interest in it, and these elevators, in fact, perform a function for
the Government and not for the cooperative? Isn't that the reason
why the income from the rental of storage of grain that belongs to
the Government should be handled differently from the income of
grain that still belongs to the cooperatives?

Mr. GIEBINK. Yes, Senator. This is why we have specifically rec-
omended that the exemption provision which permits the avoidance
of tax on this on income from Government business be terminated
immediately. We can see very little reason for allowing this income
to be placed in a position where the Federal income tax be completely
avoided.

The income derived from this business is attributable to a relation-
ship between the cooperative elevator and the Government storer of
grain; the income is derived from that relationship. The continued
tax-free distribution of this income is unwarranted at the present time.

Senator BENNETT. Is that contained in any of these four recom-
mendations?

Mr. GImBNK. Yes; it is. It would- be contained in our recommen-
dation in -our statement.

Senator BENNEr. I see. I was, unfortunately, called out of the
heaiing room just when you were getting into the middle of those
recommendations.

1839



REVENUE ACT OF 1062

It has seemed to me that this point is something which the commit-
tee should look at very carefully because this -has nothing to do with
the relation between the cooperative and the patron. This is business
that is done by a cooperatively owned unit, with the Federal Govern.
ment, or it might be done with any other private organization that
wishes to store grain.

Mr. GIEBINK. I believe you are almost entirely correct, Senator.
There is one point that I want to make before my co-op friends

make it for me. That is the fact that at least to some extent this
grain may have originated way back down the line a year or 2 years
previous from a member of the cooperative association, you under.stand that.

Senator BNN'rr. I can understand that. But it seems to me at
the point he transfers title to the Commodity Credit Corporation he
no longer has any legal interest in that grain.

Mr. GmBTNIK. That is correct, sir.
-Senator BENzizTt. And the cooperative is then in the business of

supplying a service to the Federal Government regardless of the
source of the grain.

Mr. GIEBINK. I 'believe that is correct, sir.
Senator B.NNmT. Thank you.
The'CHAIRMAN. Thank you very much, Mr. Giebink.
Mr. GIEBINK. Thank you, Mr. Chairman.
(Mr. Giobink's prepared statement follows:)

1840
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STATEMENT OF GRAIN AND FEND DEALEW NATIONAL ASSOCIATION

REGARDING

TAXATION OF COOPIATIVES

BEFORE TE SENATE FINANCE COMrMITTE

APRIL 17, 1962

The purpose of this statement is to restate the position of this
Association regarding taxation of cooperative corporations; to supplement and
bring up to date information given to the Ways and Means Comittee in 1958 and
again in 1960; and to discuss this material as it applied to R. P. 10650 nov
before your Committee.

The Grain and Feed Dealers National Association is a national trade
association which is 66 years old and has approximately 1,700 members in 47
of the 50 states. The members represented are principally engaged in the
operation of country grain elevators and retail feed stores. They are as a
general rule small businesses although some members operate large flour and
feed mills and terminal grain marketing facilities.

The national association has offices at 400 Folger Building,
Washington, D. C.

Position of Association

The basic position of this Association is incorporated in the
following resolution:

"This Association aim3 to secure for the public the benefits of a
competitive economy, and expects its members to meet their responsibil-
ities to the public under this system.

"We advocate a fre( -market limited-government approach to our
nation's economic affairs because the competitive system has proved
itself more capable than any other of delivering results beneficial
to all people.

"We will work to bring about fully equitable treatment by govern-
ment of all firms in our industry so as to foster a competitive marketing
system.
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"(a) Oppose any legislation, executive order, administrative
ruling or regulation that would create discriminatory operational
or ownership advantages for one segment or group of the grain and
feed industry to the detriment of another; and

"(b) Work for constructive legislation to correct inequities of
government taxation and financing procedures where they exist today
between competing companies."

The main point we want to make has been stated by Mr. Rosell Magill
who has appeared for this Association before the Ways and Means Committee on
two different occasions:

"Cooperative corporations are business enterprises just like their
non-cooperative competitors, they are organized and operate subject to
generally the same laws as apply to their competitors, and they enjoy
the same rights and privileges as do other corporate citizens of the
United States. These rights and privileges and the government services
which are demanded and received cost money. A large part of this money
is furnished by the Federal corporate income tax but cooperative corpora.
tons although a large and important part of the business community make
only a nominal contribution to the corporate income tax and, hence, to
the cost of Federal government. Congress must correct this situation."

The proposals contained in B. R. 10650 for limited taxation of
cooperatives and their patrons are wholly inadequate and will neither correct
the tax-induced unfair competitive situation now existing between cooperatives
and their non-cooperative competitors or produce significant revenue for the
U. S. Treasury at a time when every dollar is needed.

So that there will be no misunderstanding about our position and
our concern about non-taxation of cooperative corporations, it should be made
entirely clear at the outset that --

1. We stand for a competitive marketing system capable of handling
large volumes of commodities at low margins of profit.

2. We believe that cooperatives have a place in this system. We
do not object to cooperation as a way of doing business. However, no
single form of business organization (and cooperation is a way of doing
business) should have an exclusive right to operation and existence in
this country. by the same token no form of organization by reason of
the 1mculiar form of its legal business structure should be permitted to
derive an advantaeouus position in our economy or in the application of
its lava.

3. We believe thtat Incme taxation has an important and far-reacha
effect upon the competitive position of business organizations. "The
power to tax is the power to destroy," Chief Justice Marshall uould as
appropriately have naid, and jertainly did imply# that the exercise or
nmonexer e 1)fh power to tax is the power to destroy. In our buolnil
ilia n'oriexor-ii,e of the power to tax cooperative corporation has either
41roatiy or Indirectly owitsed many privately-uvrwd and operated businesif
to oiloue their doors or as impaired competitive ability to the extent
thi.$ u th al end to Immient,
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To summarize, this association seeks only legislation from this
Comittee and Congress which will permit cooperative and non-cooperative corpo-
rations to compete in the market places of this country under tax laws which do
not discriminate in favor of either form of business organization. Txmprtant
steps can and must be taken now to that end.

In the remainder of this statement we will try to do several things:

1. Show how cooperatives have grown in size and importance.

2. By use of a few examples, show how specific farmers marketing
and supply cooperatives have grown.

3. Show how tax advantage influences competitive position

4. Discuss legal and economic facts and fallacleu in the cooperative
taxation controversy.

5. Finally, offer specific recommendations for the consideration of
this Committee.

The Present Size, Importance and Growth of Cooperatives

Cooperatives have grown substantially in recent years. This is a
fact proclaimed by many cooperative managers and directors and also a fact
apparent to businessmen in competition with cooperatives. At times, however,
cooperative proponents plead smallness and inconsequence in defense of their
position. That this is not now the case is capable of proof.

In order to evaluate the present size and importance of cooperatives
and their rate of growth, with particular reference to grain and feed cooper-
ativee, the most recent available statistics prepared by the Farm Credit
Administration have been analyzed carefully and tabulated. Reference has been
made to all cooperatives because it is difficult to examine grain and feed co-
operatives alone. Cooperative interrelationships are extensive and complicated
and the business of any particular group of cooperatives must be viewed in the
light of these circumstances.

Exhibits A, B-l, B-2, B-3, C-1 and C-2, relating to number, memberships
and marketing and supply business of local and regional cooperatives are appended,
These exhibits relate generally to all cooperatives but include to the extent
statistics are available specific reference to cooperatives engaged in the grain
and feed business.

In using these statistics to determine the present size and importance
of cooperatives and their rate of growth) two main tests are available. These
areI

I. The number of members belonging to such cooperatives, and

2. The total volume of business done.
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A third test, number of associations, although available, is of little value
because of the decrease in number of associations in the face of a substantial
increase in business.

(1)
Number of Members

The estimated total membership in all cooperatives reached 7.5
million members in 1959. This was an increase of 4.8 million members since
1926 and 3.3 million since 1945. Memberships in 1959 were approximately 28%
larger than in 1926, 180% larger than in 1945, and approximately the same in 1953,

The rate of growth has been largest in the farm supply field, although
memberships in marketing cooperatives also increased substantially from 2.4
million in 1926 and 2.9 million in 1945 to about 3.9 million in 1959.

Membership figures reported by the Farmer Cooperative Service do
include some duplication for many farmers are members of more than one cooperate,
and, hence, are counted more than once, It is believed the duplication patters
of error is quite consistent from one year to another, however, so that even
though the total membership figure may not be entirely correct, the rate of gr0t
figure is reasonably so.

If the number of farmers in the United States or the number of farm ot
total acres in farm crops or purchases of farm supplies had increased materially
during the period surveyed, a proportionate increase in number of cooperative
members would have been normal. This was not the case, however:

The farm population has declined steadily from 30.6 million in 1926
to 25.3 million in 1945, 22.2 million in 1955, and 21.2 million in 19.

The annual average number of people employed on farms (including far
workers) has decreased from 11.3 million in 1929 to 10.0 million in
1945, 8.2 million in 1955, and only 7.4 million in 1959.

The number of farms has decreased from 6.4 million in 1925 to 5.6
million in 1945, 5.4 million in 1950, and 4.8 million in 1954.

The total harvested acreage which went to 34.9 million acres in 1926
and 356 million acres in 1945, had decreased to 333 million acres In
1955, and was only 325 million acres in 1959.

In view of these facts, there is reason to believe that cooperatives,
both marketing and purchasing, have grown materially in size, and that a sub-
stantial amount of such growth has been at the expense of competitive businesel
operating on other than a cooperative basis. This conclusion applies equally u
well to cooperatives engaged in the marketing of grain and the sales of feed,
seed and similar farm supplies, where it appears that membership has almost
doubled since 1945.
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It is difficult to appraise statistically by reference to number of
cooperative members the relative present importance of marketing and farm supply
cooperatives in the farm marketing and supply field. When reviewed in relation
to total farm population, number of farms and similar statistics, however, the
approximately 7.5 million members, whether adjusted for reasonable duplication
or not, still indicates that cooperatives occupy a very important and substantial
place in the farm marketing and supply field.

(2)
Business Done by Cooperatives

The estimated total gross volume of business done by cooperatives was
about 14.8 billion dollars in 1959, and increase of 12.4 billion over 1926, 9.6
billion over 1945, and 2.5 billion over 1955. Business volume in 1959 was about
six times as much as it was in 1926.

As was true in connection with cooperative members, the greatest per-
centage increase in business volume occurred in connection with farm supply co-
operatives. The marketing cooperatives continue to do the largest part of
cooperative business, however, increasing from 2.3 billion dollars in 1926 to
4.8 billion in 1945, 9.3 billion in 1955, and 11.4 billion in 1959. Gross
business volume figures have been used in preference to the net business volume
figures published by the Farmer Cooperative Service. Gross business volume
reflects the business done at all marketing levels rather than only at the first
level at which cooperatives transact business for farmers. This follows sound
and accepted business and accounting procedures for profits are made with respect
to such business at each level where the business is done.

The startling expansion of business done by cooperatives as indicated
by the three schedules might be misleading if either or both of two circumstances
existed during the periods studied, viz:

(a) There was a substantial increase in price level causing in-
creases in dollar volume even though physical volume remained
the same or showed only minor increases, or

(b) There was a substantial growth in the total volume of business
done in the farm marketing and supply field.

Prices received by farmers for the products they sold did of course
increase during the period 1926-59. For example, the index of prices received
by farmers for all farm products was 146 in 1926, 207 in 1945, 232 in 1955, and
240 in 1959. Price increases also occurred in many of the component commodities
hose indexes make up the one for all farm products.

A similar situation existed with respect to the many commodities bought
by farmers from suppliers for use on their farms or in their homes. Thus, the
index of all commodities bought for use in production and family maintenance wa
150 in 1926, 179 in 19145, 259 in 1955, and 275 in 1959.
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Exhibit C-2 indicates, however, that despite p, increases there h"
been a large increase in the physical volume of products by both marketing
and farm supply cooperatives. In this schedule the volume of' business done by
cooperatives during 1926, 1945, 1955, and 1959 has been adjusted by using price
indexes applicable to prices received and paid by farmers. This eliminates the
effect of price changes.

The total adjusted volume of business done by all marketing cooperativil
in 1959 had increased 3.6 billion dollars as compared with 1926, 2.7 billion s
compared with 1945, and 1.1 over 1955, increases of 231%, 116% and 28% respected'

Grain marketing cooperatives also showed substantial real gains in
business volume; 1959 business being 188% larger than 1926, 122% larger than in
1945, and 39% over 1955.

The most striking increases are of course found in the farm supply
field where general changes in consumption patterns in addition to price had a
substantial effect.

The price adjusted data may be misleading if there has been a growth
in the total volume of business done in the farm marketing and supply field.
For example, so far as the farm supply cooperatives are concerned, the use of
commercial fertilizer almost doubled between 1945 and 1955. Quite naturally
this had a direct bearing on fertilizer sales by cooperatives. On the other
hand, the increase in sales of total tone of commercial feed was relatively ulig.

Actually there have been only slight changes in the volume of physical
production of crops and livestock when 1959 is compared with 1926, 1945 and 1955.
For example, the production of wheat in 1959 was actually less than in 1945.
Similarly, the farm production index for food grains, including of course wheat,
was 93 in 1959 as compared with 89 in 1945. Production of feed grains on the
other hand had increased to a greater extent. Other typical farm production and
output indexes in 1926, 1945 and 1955 (using 1947-1949: 100) are as follows:

1926 1945 1955 195

Farm Output 73 95 133 126
Dairy Products 77 103 108 ill
Fruits and Nuts 89 93 107 117
All Crops 80 93 105 118
Meat Animals 75 103 127 134
Poultry and Eggs 77 106 123 150

With the real increase in business volume, cooperatives have become
increasingly more important in the farm marketing field. Although it is diffi-
cult to appraise statistically their relative present importance, it is believed
that farm marketing co-ops now occupy a dominant position in many areas. This
is particularly true with respect to grain marketing cooperatives which at the
present time in the United States as a whole are doing approximately one-third
of the grain marketing business at the country level. In certain important
commercial producing areas such as Minnesota, the two Dakotas, Montana, Nebraska,
Kansas, Oklahoma. Iowa, Indiana, and Ohio where cooperatives have been establish
for many years, substantially in excess of that amount is handled at the country
level by country grain elevators.
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The statistics which have been outlined confirm the opinions of a
number of people actively engaged in the grain and feed business in all areas
of the country. These persons, who are experts in their fields, state without
dissent that the volume of business done by cooperatives as a percentage of
the total grain marketing business has increased materially, and that at the
present time cooperatives as a group are the most important single factor in
the grain marketing field.

Specific Examples of Cooperative Growth

The members of this association operate country, subterminal and
terminal grain elevators for the purpose of marketing grain and also sell feedi
seed, fertilizer, and other supplies to farmers. The foregoing statistical
material shows how cooperatives nave grown generally. A few specific examples
will show how important this growth has been in a few selected areas.

Farmers Union Grain Terminal Association

A detailed analysis of this large regional grain marketing coopera-
tive which does business in the States of Minnesota, South Dakota, North
Dakota, and Montana, was included in our 1958 statement before the Ways and
Means Committee (Hearings on General Revenue Revision Before Ways and Means
Committee, 85th Congress, 2nd Session, Part 2, page 1538).

This large cooperative corporation has continued to expand on income
tax-free money since that time as shown in the following comparative balance
sheet analysis.

FARMERS UNION GRAIN TERMINAL ASSOCIATION
COMPARATIVE BALANCE SHEETS

Description 5/31/39 5/31/49 5/31/58 5/31/59 5/31/61

ASSETS

Current Assets
Cash
Government Bonds
Receivables & Accruals (Net)
Inventories

Total
Noncurrent Assets
Stock in other Co-ops, Margins,
noncurrent receivables, etc.

Fixed Assets
Land, Buildings, etc. (Net)

TOTAL ASSETS

LIABILITIES
Current Liabilities
Noncurrent Liab- lities
Long Term Debt

Total Liabilities

(1000 Dollars)

I,

105 3,314
- 5,130
758 11,163
245 1,611
108 21,218

2,413
5,000

14,740
j*,534

25,68

3,215
5,000

19,949
11,911

40,111

235 2,142 2,545 2,5'1 4,538

12
1,356

6,988

30,408

668 11, j44
343 185

1,011 11,529

Patron's Capita]. Equity & Reserve
(Includes voting stock, equity,
allocated reserves, etc.) 344

TOTAL LIABILITIES & NET WORTH 1,356

18,819

30,408

20,566
48,798

10,882

2,500

13,382

30,552
78,180

25,012

9,400
34,412

35,416 38,768

48,798 78,180

82190 0--42-pt. 5- 13

446
5,000

26,407
13,888
45,141

39,080
89,359

26,277

21,800

48,O7

41,287

89,_)59



1848 REVENUE ACT OF 1962

The large increase in fixed assets between 1958 and 1959 represented
the purchase of the McCabe Elevator and feed mills for $6,000,000. In the
fiscal year ending in 1961, 40 additional elevators were acquired from Archer.
Daniels-Midland Company at a cost of $1,500,000, and a large soybean processing
plant was purchased from Honeymead Products Co., Mankato, Minnesota, for
$6,000,000. The most recent acquisition occurred in the fall of 1961 when the
assets of the Minnesota Linseed Oil Company were acquired for an undisclosed
amount.

Major steps in the recent growth of FUGTA is described in the
following statement contained in their 1961 Annual Report.

"Major Steps in Our Growth

"This is what GTA has already done to keep growing:

"In 1958 GTA invested $4 million to add nine million bushels
of storage space to elevators in St. Paul, Superior, Wisconsin, and
Sioux City, Iowa

"In 1958 GTA bought The McCabe Company's 57 elevators with a
capacity of 5,500,000 bushels and nine country feed plants.

"In 1959 GTA began building modern feed plants at Edgeley,
North Dakota, and Ellis, near Sicx Falls, South Dakota.

"In 1960 GTA bought from the Archer-Daniels-Midland Company 38
elevators and 4 subterminals in southern Minnesota. Capacity 5,500,000
bushels. Many of these elevators had their own feed plants.

"In 1960 GTA bought the assets Qf the Honeymead Products Company
at Mankato, Minnesota, the world's largest oil seed crushing plant.

"In 1960 GTA began deepening the channel and slip and modernizing
and extending loading facilities at the GTA Superior elevator, so we
could load the largest ocean-going ships on the Great Lakes.

"In 1961 GTA put into operation two of the finest and most modern
feed plants in the nation. They are at Edgeley, North Dakota and Ellis,
near Sioux Falls, South Dakota.

"In 1961, as part of GTA's related cooperative operations, two seed
processing plants were bought at Bassett and Scottsbluff, Nebraska. Nov
GTA seeds move all the way from farmer producer to farmer consumer
cooperatively, being harvested, cleaned, treated and distributed from
plants at Minot and Williston, North Dakota, Billings and Miles City,
Montana, Sioux Falls, South Dakota, and at Bassett and Scottsbluff,
Nebraska.
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"In the fall of 1961 GTA took another giant step forward by putting
farmers in the flaxseed crushing business. Farmers acquired the assets
of the 93-year-old Minnesota Linseed Oil Company. This company's pro-
cessing operations are carried on at its modern plant in Minneapolis,
which was built in 1949 and enlarged several times since."

Exhibit D supported by Tables D-1 and D-2 show the growth in net
worth of FUGTA during the ten-year period ending in 1961. This growth is
compared with that of an income-taxed competitor which is assumed to have
started with the same beginning net worth and whose earnings rate was the
same as FUOTA.

During the ten-year period the net worth of FUOTA increased 19.4
million from 21.9 million at the beginning of 1952 to 41.3 million at the end
of 1961, an increase of about 90%. During the same period of time the net
worth of the income-taxed competitor if it had earned at the same rate would
have increased from 21.9 million at the beginning of 1952 to 29.3 million at
the end of 1961, an increase of 7.4 million, or 34%.

It is interesting to note that if the cash dividends of FUGTA had
been taxed at a 20% effective rate, the total tax would have been $2,199,000
as compared with an estimated income tax of $15,196,000 which would have been
imposed on the tax-paying competitor of FUGTA.

Exhibit E supported by Tables E-1 and E-2 projects the growth in
net worth of FUGTA for the period 1962-71 assuming continued earnings at the
rate of 10% on beginning net worth each year with the further assumption that
it f-lloys its presently announced policy of retaining all earnings to pay
off debt incurred in conjunction with the purchase of McCabe, Archer-Daniels-
Midland elevators, Honeymead, and Minnesota Linseed. A further comparison is
made on the assumption that 20% of the earnings are siphoned off each year as
either a 20% distribution in cash or as a 20% tax amount withheld.

This exhibit graphically portrays the substantial difference in
rates of growth resulting from the effect of either no tax or limited
imposition of tax. It is also interesting to note the differences in the
amounts of tax paid. The tax-paying competitor and its stockholders during
this period of time would have paid $25,360,000. If the present tax law
continues FUOTA and its patrons will pay no tax. If only a 20% withholding tax
is imposed, it is reasonable to believe that the total tax upon the cooperative
and its patrons would not exceed 11.9 million under the earnings conditions
assumed.
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Other Examples

Other examples of growth are numerous.

The Farmers Grain Dealers Association of Iowa included the following
statement in its 1961 annual report:

How FODA Has Grown in the Past 10 Years

1952 1961

4 61 7 Net Savings 1,067,013
14,829 Dividends on Stock 94,481

1,321,164 Working Capital 2,652,598
4,05,037 Total Assets 9,026,529
3,109.098 Net Worth 6,212,114

Country cooperative grain elevators also have capacity for growth as
indicated in the following statistics reported in our 1958 statement:

Statistics of North Dakota Cooperative Grain Elevators*
Years 1942-57 Inclusive

PER GRAIN ELEVATOR

Fiscal No. of Ratio Net
Year Grain Number of Business Earnings to
Ending Elev- Stock- Total Trans- Net Business
in Year ators Holders Patrons Assets acted Earnings Transacted

1942 197 133 219 $ 5-,o $170,442 $18,567 5.03%
1943 268 1146 234 64,024 235,097 11,670 4.96%
1944 268 172 266 61,504 440,744 17,227 3.91%
1945 265 199 298 83,486 428,031 14,68 3.31%
1946 273 211 320 78,5141 533,959 17,832 3.34%
19147 278 238 337 108,070 532,398 14,803 2.78%
1948 278 2148 322 149,299 717,534 24,572 3.42%
1949 278 265 338 177,385 686,579 13,425 1.96%
1950 304 288 337 142,918 458,488 13,183 2:88%
1951 296 273 342 154,803 529,688 15,854 2.99%
1952 296 275 334 200,194 560,076 16,331 2.92%
1953 296 286 346 178,999 470,238 13,110 2.79%
1954 284 294 360 219,679 395,221 14,118 3.57%
1955 282 302 356 239,912 436,741 20,341 4.66%
1956 282 312 370 234,868 531,814 18,372 3.45%
1957 282 312 373 270,356 546,332 16,o83 U.o
AVERAGE 277 7 322 $15,143O $79,5186 $15,603 3.25%

*Source: Annual Bulletins compiled by North Dakota Division of Cooperatives.
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Both the steady increase in number of stockholders and of patrons
follows the usual pattern found in many other states. Steady growth is shown
despite the fact that the number of farms and farmers in North Dakota has
decreased substantially during the reported period of time.

The large increase in total assets reflects a real growth in the
physical plant and facilities of these cooperative elevators. It is a fact
well known to those of our members operating in this state. A part of the
Increase is attributable to price change but the growth Is so large that price
could account for only a relatively small part.

The amount of business transacted fails to show a steady pattern, a
fact accounted for by variations in production and price. Production of grain
has decreased substantially in North Dakota during the period studied and
price levels currently are not as high as they were in the years immediately
following World War II.

Regional Farm Supply Cooperatives

Exhibit F, G and H report financial information for a group of 16
major farm supply cooperatives. The most important conclusions are:

1. With a few minor exceptions, these cooperatives are large,
profitable, incorporated going businesses.

2. There has been a substantial growth in the period 1915-59
both in earnings capacity as well as in total assets.

3. A large part of the business done by these cooperatives
involves the sale of feed, fertilizer, insecticides,
fungicides, and seed, items commonly handled by our members
in the grain and feed business. The sale of these items
has been a major contribution to the growth and presentearnings capacity of these cooperatives.
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Exhibit G shows the large increase in members' equities during tne tea.
year period. The reports from which these exhibits were prepared indicate that
this increase is attributable almost entirely to the retention of earnings in
these businesses, such retained earnings being evidenced by stock issued, certi.
ficates of indebtedness, surplus allocations, or the like, all common and well.
known financing devices used by cooperatives. Had these retentions been subject.
to corporate income tax at the rates prevailing in those years, expansion would
have been less rapid and on a basis more comparable to that of the income-taxed
competitors of these cooperative corporations. The important thing is that witb
few exceptions substantially all of these earnings were retained tax free.

Exhibit I reports the 10-year growth of the Farmers Union Central
Exchange, a regional supply cooperative located in St. Paul. This example is
used because it shows the tremendous growth possible with tax and interest-free
funds. Included are some computations which will be referred to subsequently
and which show the time value of money.

Farm supply cooperatives do not have to be extremely large in order to
grow. An example of this kind of cooperative is Farmers Elevator Service Compl
of Fort Dodge, Iowa. The following chart reported at page 18 of the FELCO report
for 1961 shows how net worth can be doubled in the short period of five years:

FIVE YEARS OF GROWTH AT FELCO

Period
Description 9/30/57 9/30/58 9/30/59 9/30/60 9/j0/61($1000)

Sales $9,9(8 $12,140 $16,792 $16,535 $20,96(
Net Savings 338 552 650 519 801
Total Assets 1,836 2,291 3,331 3,495 4,104
Member's Equity* 1,656 2,074 2,483 2,735 3,292
*Est. Member's Equity on 10-1-56 $,400,000

FELCO reports that it has now paid up patronage dividends issued
through 1955. If it holds its existing rate of return on equity it will encoune:
no difficulty whatsoever in continuing to revolve its capital on a seven or elbt.
year basis while at the save time expanding at a rapid rate. - As a matter of fact,
FELCO could revolve its capital on a seven or eight-year basis and at the same
time pay a reasonable tax on its earnings. True, its rate of growth would be
slowed but not in a manner which could in any way seriously impair its financial
structure.

How Tax Advantage Influences Cooperative Growth and Competitive Positi

Cooperatives in the grain and feed business have grown and in general
have prospered. To the contrary, it can be shown that competing non-cooperative
businesses have been reduced in number and have not grown in recent years as
rapidly or to the same extent as their cooperative competitors. This result bas
been influenced materially by the substantial freedom from income tax enjoyed by
most cooperative corporations.
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How Grain Elevators Function

In order to understand how tax advantage influences growth in the grain
industry, it is necessary to know how grain elevators function.

The business function of au ordinary country grain elevator is to receive
grain from producers, such grain to be (1) purchased and sold; or (2) to be handled,
stored for a period of time, and then either bought and sold or delivered to someone
at the direction of the customer depositing the grain in such elevator. Prior to
the government's commodity loan program, the bulk of all grains received by country
elevators was purchased from farmers and subsequently sold. Under the commodity
loan program, however, grain may be pledged or mortgaged to Commodity Credit Cor-
poration as security for a nonrecourse loan. If such grain is stored in a country
grain elevator and the loan is defaulted, CCC becomes the owner of the warehouse
receipt pledged as collateral. As owner of such warehouse receipts, CCC ordinarily
orders the grain delivered to some other location. For this the elevator is paid
a storage and handling charge. Much of the grain upon which commodity loans are
obtained is also stored on farms and in the event of a loan default title to this
grain is acuired by Commodity Credit. This agency then uses the facilities of
the country elevators for handling and storage of such grains and compensates such
country elevator under the terms of a so-called Uniform Grain Storage Agreement.

In addition to assembling grain for sale and storage, the normal country
elevator does many other things. It sells feed, seed, fertilizer, and many farm
supplies; it grinds, mixes and manufactures feed, it sells lumber and fuel, and in
general usually does a rather complete farm supply business.

The facilities employed by a country elevator in its business consist of
buildings designed for the handling and storage of grains and the neccessary equip-
ment to do the grain handling Job. In addition, buildings are owned for whatever
feed and farm supply business is conducted.

Grain is received at country elevators from farmers who ordinarily de-
liver in truck-load quantities. The grain is weighed on receipt and carefully
graded according to government grain standards. After this has been done, the
grain is dumped into a pit and then elevated and conveyed to a selected bin
within the elevator. As a general rule, grain of common quality is commingled
and no effort is made to preserve the identity of any particular lot grain nor
is that legally required. Farmers delivering grain in this manner either sell
the grain immediately or if it is not sold but stored the farmer receives a
warehouse receipt reciting the grade and quality of the grain. When the grain
stored in the elevator is sold it is loaded out either into railroad boxcars or
into trucks. Grain from the common lots within the elevator are so delivered, the
elevator operator conducting his business so that sales and deliveries on such sales
are made to the best advantage. If the grain is not sold but is redelivered on
warehouse receipts, grain of the grade and quality called for by such receipt is
delivered. Delivery in this case may also be made into railroad cars or into trucks.
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The buying policies of country grain elevators are quite standard whekt
the elevator is cooperative or otherwise. As described in University of HinnesoU
Agricultural Station Bulletin 407, "the prevailing method of buying grain by
cooperative associations is outright purchase and the producer received the curnt
price at the time of delivery." The determination of the buying price is them.
ager's responsibility. Over a period of time this price is such that the differ
between the buying and selling price is sufficiently large to cover operating &a
other costs and to provide for reasonable net returns. It is the general polio,
for country elevators to change their buying prices during the day, depending up
changes in price at the appropriate terminal grain market.

The method of pricing grain by local cooperative grain elevators in
Kansas is described in Bulletin 66 of the Farm Credit Administration. This
explains that grain is handled by local farmers cooperative elevators on a'purc
and sale basis. Under that plan of cooperative marketing the title to grain is
transferred to the local country elevator when the contract of sale is consuate,
Usually upon delivering the grain or transferring title, the patrons are paid tW
current market price, grade and quality considered, less a nominal amount per
bushel as an operating margin. Incoming price offers or bids are numerous and
frequent and the margin the local elevator takes is generally the difference
between the best bid price it has received from buyers and the price it pays to
its patrons. The price difference is the margin that the association hopes to
realize and on which it expects to operate. This price difference Is the initial
charge for services and possible risks. Buying margins vary in amount from year
to year and season to season. Buying margins for individual customers also va,
depending upon market conditions and grade and quality of grain.

Accounting policies and methods followed by country grain elevator
operators are quite standard. Except for terminology the practices followed are
the same whether the country elevator operation is cooperative or otherwise.

Country grain elevators, as is typical of any business, may be owned i
any one of several different ways. A relatively few country elevators are nov
owned by persons as individuals or in partnership with others. Cooperative cos
grain elevators are owned by cooperative associations incorporated as corporati
under appropriate state laws. Most privately-owned country grain elevators are
operated as corporations. The legal effects of these various methods of ownersbi
are all well known.

Terminal. grain elevators are similar to large country elevators in MI
respects but are of course much larger and are located at terminal marketing
points. They receive grain by rail or truck, ordinarily from country elevators
and not directly from producers. The grain so received is either purchased aW
sold or received for storage. In this latter event, it may eventually be re-
delivered for the account of the person storing it or it may be subsequently
purchased and sold as any other grain. The facilities used and the mechanics
followed in handling grain at the terminal market level follow the country eleva
pattern except on a much larger scale.
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All grain elevators whether cooperative or otherwise are organized for
profit. The business of the private elevators is for the profit of the owners -
usually the stockholders of the corporation. A cooperative grain elevator business
also is conducted for profit - that of its members and/or patrons.

Here are a few general conclusions applicable to both country and
terminal elevator grain operations:

As the volume of grain handled increases the cost per bushel
decreases. This is a fact disclosed by many elevator surveys
conducted by the Farm Credit Administration as well as various
agricultural experiment stations. It is a fact well known in
the grain and feed trade.

A large grain elevator operated near its maximum practical volume
level has an important competitive advantage over a smaller
elevator similarly operated. In other words, size of the facility
is important provided the elevator is used effeciently.

The foregoing conclusions apply to the storage of grain as well
as to the merchandising or handling of grain.

It may be concluded that as both country and terminal grain elevators
increase the volume of grain handled and their size, they decrease their unit
costs per bushel of grain handled and improve their competitive position. This
creates an endless chain of events. Volume and size breed greater efficiency
and lover costs per unit. These in turn create greater volume and larger total
profits.

How Tax Advantage Influences Competitive Position

The Federal income tax advantages which grain cooperatives enjoy are:

1. All cooperative corporations, whether exempt or non-exempt under
the Code are permitted under administrative practices to exclude
from gross income the amounts allocated to patrons as patronage
dividends. The treatment is no different whether the dividends
are paid in cash or in so-called scrip. If, however, the divi-
dends are distributed in non-cash form, present court rulings
do not require the patron-recipient to include the amounts in
income or to pay a tax thereon. Thus, under present law, the
Federal income tax may be completely avoided.

2. Cooperatives exempt under sections 521 and 522 of the Internal
Revenue Code are allowed a statutory deduction for dividends
paid on capital stock and for allocations of incidental non-
patronage receipts to patrons on a patronage basis and may
attribute to a taxable year patronage receipts allocated to
patrons within 9J months after the Blose of the taxable year.



* 1856 REVENUE ACT OF 1062

The fact that these tax advantages influence growth and competitive

position would seem to be too obvious to require explanation. Cooperative pro.

ponents however deny that they have any particular advantage; say that compett.j

position is not really influenced; and allege that favorable tax treatment is

necessary to permit them to compete effectively. Moreover, they conclude that

any corporation can achieve identically the same result by paying patronage divi.

dends. As will be shown, exactly the opposite is true unless of course the non.

cooperative corporation wishes to forego all profit and deny a return upon stock.

holders' capital invested in it. The cooperative argument is valid to this

extent for no business corporation need pay a corporate income tax if it has in

fact no income. The Federal government of course must also forego revenue under

such circumstances and non-cooperative corporations will have to look to some

source other than private capital for financing. More will be said about this

later.

Tax advantage does have a direct bearing upon growth and competitive

position for two main reasons:

1. Tax advantage is translated into price paid for grain marketed

or the price charged for farm supplies sold.

2. If tax savings are not translated into price, then they are

retained and grow at a rate directly proportional to the

profitability of the cooperative business.

These reasons may be explained more fully by reference to specific

examples.

Effect on Tax Advantage on Price

A typical average Minnesota cooperative grain elevator in 1952

according to a study conducted by the University of Minesota Department of
Agricultural Economics (Mimeo. Report No. 502) had earnings (before taxes) of

about $15,000 based on total sales of $700,000 (grain $600,000 and merchandise
$100,000). The net worth of this average cooperative amounted to a little srt

than $100,000, consisting of about $40,000 of stock and the balance members ad
patrons equities of one kind or another. The return of slightly more than 2%

on sales is quite typical according to similar studies conducted in Kansas (Fin

Credit Administration Bulletin 66, May 1951), Illinois (University of Illinois

Department of Agricultural Economics, A.E.R.R.-17, February 1957), and Ohio

(Ohio State University Department of Agricultural Economics, Mimeo. Bulletin

No. A.E. 247, 1953).

For purposes of further study, assume a cooperative elevator with th

foregoing characteristics. Further assume for purposes of comparison a non-

cooperative competing corporation with a similar capital structure and with
equal before-tax earnings of $15,000.
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The earnings of the cooperative corporation in this example would
ave permitted it to pay a dividend on its equity of 5$ (a practice seldom
followed) and still have $10,000 left to distribute as a patronage dividend
on grain and merchandise. If the grain elevator in this example had handled
300,000 bushels of wheat at $2.00 per bushel and $100,000 of merchandise upon
vhich it had $1,000 of net earnings, the wheat dividend would have been 30 per
bushel and the merchandise dividend 1% of sales.

A substantial competitive advantage will inure to the cooperative
corporation as a result of these cash patronage dividends. This is true
because farmers doing business with the cooperative will receive 30 per bushel
sore for their wheat than if they had marketed it through a taxable corporation
unless the taxable corporation performs its function so much more efficiently
than the cooperative that it can reduce its costs by an amount large enough to
offset the cooperative patronage dividend. This is highly unlikely in a
business as competitive as the grain business which is conducted on a lov-margin
high-volume basis. Small reductions in volume create higher per-unit costs, as
a matter of fact, and the advantage attributable to the taxes avoided rapidly
pyramids. This result will continue as long as cooperatives service their
.spital requirements with 1000 dollars while their non-cooperative competitors
vist attempt to service their capital with dollars which are worth only 450 to
7W, depending upon the size of the taxable corporation. The alternative of
coursee is to reduce the return on invested capital in the taxable corporation.
If this is carried to a point where the return is lower than the cost of
capital, the sources of capital will dry up. This is why taxable corporations
to many instances have greater difficulty in obtaining capital than their
cooperative competitor which have a relatively tax-free source available to them.

Effect of Tax Advantage on Retained Earnings

The growth of cooperative corporations is more directly affected by
2e amount of earnings which are retained. Under present law this can be
accomplished relatively tax free and under H. H. 10650 at a dost which will
xobably not exceed 20%. To the contrary, the earnings of a taxable corporation
Le subject to tax at rates which range between 30% and 52% at the corporate
:evel and which earnings, to the extent distributed, are again taxed at varying
x rates applicable to individuals.

The effect of tax advantage on the growth rate of cooperative corpo-
rations and taxable corporations is shown under various assumptions in Exhibits
j K, and L, and supporting Tables.
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Exhibit J

In this exhibit the growth rate of a $1 million beginning-size tax
exempt cooperative corporation Is compared with the growth rate of $1 million
beginning-size non-cooperative taxable corporation. Certain assumptions have
been made. These are reasonable but obviously cannot exhause the many combing.
tions of circumstances which exist in actual operation.

A 16% rate of return before tax on beginning equity has been assuad,
With an effective tax rate of 52%, slightly less than half of earnings are avail
able to service a stockholders investment. This will permit a dividend at the
rate of 4% on beginning equity and the accumulation of surplus needed for a
taxable corporation to grow -- a desirable objective recognized by this and the
previous administration. It is obvious that if the rate of return is higher t_
rate of growth will be more rapid. The opposite will be true if the rate of
return is less. The identical assumption has been applied, however, to both
cooperative and non-cooperative corporations.

As might be expected, Tables 1 and 2 show the greatest disparity of
growth. This is true because the non-cooperative corporation must pay a tax
while under present law the cooperative corporation and its patrons pay none.
The rate of growth is also influenced by the interest or dividend-free cost of
the retained earnings, a situation applied equally to both corporations. The
substantial increase in size shows the compounding effect of these retentions.
This illustrates the time value of money. For example, $1.00 left at 6%
compound interest will grow to $1.79 at the end of ten years while $2.00 left
at 6% compound interest will grow to $3.58 at the end of ten years. The $1.00
difference between the original invested amount has widened out by $1.79.
This in very simple terms is why a relatively small advantage pyramids to a
substantial one in a period of years.

Tables 3 and 4 change the rules of the game slightly by introducing
a 4% cash dividend on beginning equity. The taxable corporation will start by
distributing about 50% of its after-tax earnings. As it grows no effort has
been made to increase the amount of the cash distribution. Thus of a total of
$915,000 of after-tax income, $400,000 is distributed. The cooperative distri.
butes only 25% of its net savings however because it has no tax to pay. During
the ten-year period this distribution amounts to $400,000 out of a total of
$2,958,000 net savings.

Because some of the earnings are distributed in both instances the
rate of growth is less than in Tables 1 and 2. The disparity in growth remain
approximately the same, however.
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Tables 5, 6 and 7 feed different sets of circumstances into the
growth pattern.

In Table 5 it is assumed that 20% of net savings are withheld and paid
to the government. The balance is retained. A dividend on the beginning equity
has not been assumed because under these circumstances it is quite unlikely that
it would be paid. The resulting increase in growth is still substantial and
shows what can happen under the proposal now before this Committee. The growth
rate is 65% greater than in the case of the non-cooperative corporation which
retains all of its earnings and is more than double the rate of growth for the
bon-co-op corporation which is paying a 4% cash dividend to keep its stockholders
apply.

Table 6 assumes a typical cooperative ten-year revolving fund situation.
Under present law no taxes are paid but an obligation is created to revolve
certificates issued ten years previous. In arriving at the amount of certificates
revolved at 16% rate of return growth pattern has been used during the preceding
ten-year period of time. The results in this table should be compared with those
in Table 3 for a taxable corporation. Here the co-op discharges its obligation
to patrons by revolving its capital and in Table 3 the taxable corporation dis-
charges its obligation to stockholders by paying a 4% cash dividend.

Finally, Table 7 takes the Table 6 situation and adds withholding at
N%. The rate of growth is the slowest of all examples but there is every reason
for it to be so. The cooperative corporation is retiring certificates issued
wter tax-free circumstances out of dollars which are now being partially taxed
eta 20% effective rate. It is able to do this and still have money left for
Vovth.

Exhibit K

This exhibit makes assumptions generally similar to those in Exhibit J
Ad supporting tables but applies these to a $100,000 beginning-size cooperative
ind non-cooperative business. The tax-induced rate of growth advantage is less

because the tax rate differential is smaller than in the Exhibit J situation.
An important growth advantage still exists, however.

Tables 1 and 2 show a significant difference in growth when all earnings
re retained. Tables 3, 4 and 5 inject some more realistic assumptions into the

picture. In Table 3 a 5% dividend is paid and the balance is retained. The cor-
porate tax and the individual tax on the dividend received is slightly more than
It the Subchapter S election is made. This result is shown in Table 4. The
situation in Table 5 shows what happens when a 52% tax rate is applied. The
i9ortance of tax rate differential upon rate of growth is readily apparent.

Tables 6, 7, 8 and 9 apply various assumptions to a cooperative
:rporation. These are the same as those applied in Exhibit J, Tables 4, 5, 6
d7.
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Exhibit L

Exhibit L is an attempt to show a comparison between a taxable
corporation and a cooperative corporation when a 4$ dividend is paid on stock
and the balance of savings are paid as a cash patronage dividend. We have
assumed in this example however that the c-ooperative is able to obtain 50% re.
investment of its net savings each year. We have given the taxable corporate
the advantage of retaining all earnings except those needed to pay a 4 cash
dividend on beginning equity.

At the end of ten years the stockholders' equity in the taxable corpo.
ration amounts to $1,525,000. In addition, we have assumed that the stockholr
of this corporation have been able to invest the amount of the dividend recelin
after payment of tax at a 20% rate at 6% compounded annually. The stream of
these earnings adds up to $423,000 at the end of ten years. Thus, the stock.
holder's situation in the taxable corporation has been improved from $11000,000
to $1,948,000.

Compare this result with the situation applicable to the cooperative
corporation. The patrons' equity in the cooperative has increased from $1,000,
to $2,159,000. In addition, the cash retained by the patrons again compound
during the ten-year period at 6% has increased in value to approximately $88,
The total value is thus $3,043,000.

This again shove the net effect of tax advantage. In the co-op
situation the patrons have paid approximately $463,000 of tax assuming a 20%
effective tax rate. By comparison the stockholders of the taxable corporation
have in effect paid a total tax of $1,082,000. The difference in tax liability
compounded during the ten-year period of time is the major contributing factor
to the substantially larger growth.

Conclusions Applicable to the Effect of Tax Advantage

A thorough analysis of the foregoing exhibits and the supporting
tables will lead to the following conclusions:

1. The growth of any business concern (whether cooperative or non-
cooperative) is directly proportional to (a) the amount of capital esplo0
during any given period of time and (b) the rate of after-tax return on
this capital. The larger the amount of capital or the greater the rate of
return, the more rapid is the growth of the business.

2. The amount of capital employed during any period of time is
influenced by the rate of return on such capital. More capital is avaiW
for investment as rate of return after tax and earnings increase.

3. Rate of return before tax depends upon the application of labor
and managerial skills to the capital employed. Rate of return after tat
depends upon the foregoing plus the level of tax.
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4&. Cooperative and non-cooperative corporations are assumed to have
equal skill in the utilization of capital. To assume to the contrary is to
condemn the cooperative form of organization. Hence, the rate of return
before tax may be assumed to be equal.

5. Under present law the return on capital employed by a cooperative
corporation is subjected to a lower rate or level of tax than the return
on capital employed by a non-cooperative corporation. Hence, the after-tax
rate of return is less in the case of a non-cooperative corporation.

6. As a result a non-cooperative corporation has less capital avail-
able to it than a cooperative corporation because (a) the after-tax rate
of return is less and (b) the non-cooperative business cannot attract nev
capital because the rate of return is inadequate by comparison with the
return on investment available to the cooperative.

This is the story the exhibits tell in theory. The actual growth of
cooperatives in fact is demonstrated in countless examples in every area of the
country.

Facts and Fallacies

It is the purpose of this part of the statement to examine some of
the fallacies inherent in the cooperative argument that cooperative corporations
ve entitled to and in fact require different and more favorable income tax
treatment under the Internal Revenue Code than do their non-cooperative corporate
copetitors.

Fallacy No. 1

Cooperative corporations do not have income. "The profits of the
conventional business corporation belong to the corporation and not to its in-
4ivdual stockholders, may be retained to be distributed at the discretion of
the directors and are properly a part of the corporation's taxable income.
lactly the opposite is true of the margins between the amount received by the
cooperative from its patrons and the cost of the goods and services furnished
Wits patrons or patron-stockholders. These margins belong to the patrons, do
aot become the property of the co-op as a matter of a constitutional and legal
right, cannot be taxed to the cooperative as a part of its income. They are of
u entirely different nature from the profits of a conventional business
corporation."

Fact

Cooperative corporations do have income. This is a fact recognized
b! prominent lawyers and economists, the Staff of the Joint Committee on
laternal Revenue, and many others. The point was convincingly covered by
K, Roswell Magill in a talk to the Montana Bar Association in 1959:
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"Is a cooperative entitled to buy products from it patrons or sell
to them at current market prices; realize gains from its operations durig
the year; and then, by distributing to the patrons cash, or evidence of,
remote interest in such gains, avoid earning taxable income? If its
neighboring competitor, an ordinary partnership or private corporation,
does exactly the same thing, but makes its distributions or accounting t
partners or stockholders, it will certainly be held to have realized tax.
able income. I do not believe that it can fairly be held that the co-
operative has not realized income in the like situation. Cooperatives ar
and have been operated for profits--very large profits. In an equitable
sense, those profits belong to the patrons, but only in the sense that a
business corporation's profits belong to its shareholders. The corporation
whether business or cooperative, first realizes the profits for itself; an
then decides whether to retain them for expansion or to distribute them.'

For some reason or other cooperatives disavow the contribution which
capital invested in the business makes to the year-end result while at the saw
time arguing that capital is absolutely necessary for survival. If capital is
necessary to sustain growth, it must contribute importantly to the margins hll
arise at the end of the year. In any other business these year-end margins are
regarded as earnings on capital (the cost of hire of capital) and the income ta
consequences on the realization of this income cannot be avoided by any antici.
patory contractual arrangement however skillfully devised.

The facts are that the year-end margins of any cooperative corporatit
just like any business corporation are the result of the patronage of the co-
operative's customers, the skill of the cooperative's laboring force, the enter.
prise and ingenuity of its management, and above all, the capital which is
invested in the facilities, tools, machines, and working capital which makes au1
of this possible.

If there is any further doubt regarding the important contribution
which capital makes, it is suggested that the various examples of growth

previously cited in this statement be re-examined.

Fallacy No. 2

Patronage dividends or refunds are merely price adjustments, that is,
additional year-end payments for commodities purchased by cooperatives) or the
refund of an overcharge for goods sold.

Fact

There is little if any true price adjustment involved in the patrinsp
distribution of any modern cooperative corporation. Price adjustment has become
a convenient explanation of the device used by cooperatives to distribute earn-
ings to patrons. It is as much of a fiction as the reinvestment argument
dismissed summarily in the L Poultry Farm Case. The fallacies inherent in
the price adjustment argument are readily apparent from examination of coopera-
tives operating in the grain business.
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There are many different kinds of grain and many grades and qualities
of each grain. These grains are produced by many farmers and ordinarily
marketed through a country grain elevator which may or may not be owned by a
cooperative corporation. Rain that is marketed may be purchased immediately
at a price which fluctuates greatly depending upon market conditions or grain
vbich is marketed may be stored, in which case it is usually sold and/or
delivered at a later date. The entire marketing process is tremendously compli-
celted by the government loan program with which most of you are familiar. The
grain which is initially marketed through the country grain elevator is stored,
handled and shipped to a terminal market, where it is again either sold or stored.

-Sich grain may then move directly to consumers or it may be purchased for ad-
ditional processing (as in the case of wheat) for sale in its processed form.

There are numerous transactions involved between the farmer who first
raises and sells the grain and the consumer who eventually uses it.

It will be quite obvious that varying amounts of profit (or loss) will
be earned at the various stages in the marketing process. The amount of these
profits or losses will depend upon market conditions which exist at the time,
the grade and quality of the particular grain involved, the skill used by the
grain elevator manager in purchasing, handling, and selling the grain, and
numerous other factors. If wheat, for example, is marketed by two farmers on
the saw day, the likelihood that the same amount of profit will result on each
transaction Is extremely remote. In the first place, the initial price which
my have been paid will usually be different. The chance that the two lots of
heat are of the same grade and quality is quite unlikely and, finally, there
is little chance that the two lots will be stored, handled and eventually sold
at the same time and in the same manner. Despite this fact, there is not one
cooperative out of a thousand which will differentiate between the amount of the
patronage dividend paid Farmers A and B. Naturally, the situation becomes more
complex as additional farmers are introduced in the picture and price adjustment
is completely out of the question when a regional co-op is used which commingles
the grain of its co-op members and the thousands of farmers patronizing them.

Thus, the margins earned on the grain of one farmer may be used to pay
the losses resulting from the purchase and sale of another farmer's grain. Hov
can this possibly be price adjustment?

Much the same kind of situation will exist with respect to supplies
vhich are sold to farmers through a country elevator. There are a multitude of
different kinds of feed, for example, and the same thing is true of agricultural
seeds. Fertilizer has an amazing number of different formulas. Profit margins
are different in almost every case. Nevertheless, the patronage distributions
ade with respect to these supplies sold have an amazing similarity. It is

usual, for example, to pay a uniform patronage distribution on all merchandise
sold. This means in most instances that the profits on the sale of some kinds
of fertilizer, feed or seed will be used to offset the losses on the sales of
other kinds. The same situation applies in almost every instance.

it is impossible to devise a system which will effectively determine
and trace the profit margin or earnings margin or patrons' overdeposits, or
call it what you wish, with respect to any single patron's individual trans-
actions with his cooperative. It simply cannot be done.
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The point we are trying to make is that something other than the
commodity itself is involved in creating whatever it is that the cooperative
corporation ends up with at year end. As previously explained, capita.arA ,
labor and a sometimes forgotten element called "enterprise" have sQa thqi to
do with year-end profit and loss.

No one should fool themselves in talking about "price adjustment".
To say that patronage dividends are "price adjastment" is merely a convenient
way of describing earnings which are distributed on the basis of patronage
rather than as return on investment.

Reference to the examples of cooperative growth which we have
previously given further reinforces these conclusions. The exhibit which
shows the last ten-year growth of the Farmers Union Grain Terminal Association
is a good one to examine. The farmer and cooperative association patrons of
FUGTA ten years ago left earnings with the Terminal Association to provide
capital. The same situation was true nine years ago, eight years ago, etc.
During the current year these accumulated investments worked for the benefit
of this year's patrons. If this money was worth 9%, the cumulative value of
these earnings retentions this past year would have amounted to about
$2,000,000. This money was in fact distributed to the current year's patrons
on the basis of this year's patronage whereas in fact the earnings were
derived from the capital invested in the corporation by the preceding year's
patrons. The patronage dividends received by the current year's patrons
represent a distribution of earnings on previous years capital accrual
measured by current years business.

Fallacy No. 3.

Cooperatives are small and immature and during the period of early
growth need protection as infant industries. The statutory exemption must
be retained.

Fact

The conditions described in Exhibits A through I are no indication
of smallness. Exactly the contrary is true. It is hard to conceive that
business giants such as the Farmers Union Grain Terminal Association, Farmers
Union Central Exchange, etc* need the protection which is given to them in
the exemption provisions of the Internal Revenue Code#

Sections 521 and 522 of the Code which now provide for favorable
treatment of dividends on capital stock and of allocations of incidental
nonpatronage receipts provide important advantages to cooperative association.
In a recent Farmer Cooperative Service study common and preferred stock
represent about 40% of the equity capital of marketing and, farm supply co-
operatives. With statutory exemption available, this, capital can be servictA
by the payment of dividends from tax-free earnings, A taxable corporation
must service its equity from taxed earnings.

An exempt cooperative i also allowed to deduct. from.gross inos
amounts derived from sources not directly related to the marketingf :pur
chasing, and service activities of the co-op corporation. Business dons,:
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vith the United States falls into that category. , At the present tme a sub-
staotial part of the Income of grain cooperatives is derived from ',usinss
done with Coic4ity Credit Corporation, a government agency. Quafication
as an exempt cooperative permits the distribution of such Inacw to be de-
ducted even though that income is not derived from business done with the
cooperative's Individual or association patrons. This too provides an
important advantage for exempt cooperative corporations.

These important advantages provided by statute Involve a direct
government subsidy to cooperative corporations. The following justifications
are advanced:

1. Farmer cooperate make a special c button to our economy
because (a) they ass in maintaining a financial table agriculture,

(b) they compensa or the basic differences between culture and

industry, and ( cooperatives operating under tax exempt n permit

farmers to ob in a greater share i onsumer's dollar.

2. T exemption is c ary per i

St utory tax exemption f c mer coo ties has
of the le to of a dir d do-es produce s o agricult 1

commodities ecause the effect is er t bene it o tax subsid to

these prod ere by permitting a in cooper iv to pay more o

chasing co rative to sell for o, the exact t of su morose o

decrease b Ing depend n t tax nby te cooperat ve.

ny subsidy wanted the eg ng or is in fact a subsi
available ly to tho farmers hich uti i i services of cooperati s
and then o in propo tion to degree! uti 1 n. In mazy ins ces,

those who ad the sub dy t do vs t a nefi

It s also ar ed that a subs to coo ratives c pests for

basic differ es between agricult and ndustr .- The g aent ge rally

proceeds nn t theory that f s sell t co itie hey produi on a
yers market dbuy the su lies require on a e r's market. It is

not certain how peratives wou ad correct this situa on.
-s t could be accomplishe by the development through

cooperatives of aor efficient marketing and farm supply o nation;
the not savings resulti from such increased efficiency ruing to the

benefit of the producers o icultural consodities. is is uirable

resultbut rrdly a suitable be tax sub

The main argument for subsidy through tax exemption I sod upon

te theorythat the cooperative form of organization permits farmers to obtain
greater shard of the consumer's dollar. This result is obtained by per-

sitting farmers to obtain all or a part of middleman1p profits. The fact that

farmer-patrons of cooperatives share in these profits. iv an admitted fact but

should provide no basis for tax exemption. We do not believe that Congress
vishes to deny the rights of individuals acting individually or together as

corporations to derive a profit on capital invested, a right which Is in fact

denied if the cooperative form of organization is to be regarded as the

'chosen instrument" in certain fields of operation.

BEST AVAILABLE COPY
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The theory of subsidy to agriculture via tax exemption for co-
operatives fails in theory. It is also inconceivable that such subsidy need
be extended to cooperatives which are large and in many instances have
reached maturity.

Fallacy No. 4

"Every individual proprietor, every partnership, every corporation
in the United States may enter into patronage contracts under which patronage
refunds are deductible or excludable from taxable income of the business."
In other words, any business which chooses may organize so as to refund
earnings to customers on the basis of patronage and may deduct such refunds
for tax purposes.

Fact

This is an obvious impossibility. Any corporation that distributed
all of its earnings to customers rather than to stockholders would have little
reason to exist. To suggest this as a desirable alternative is to deny to the
existing owners of taxable corporations the right to a return on their invest.
ment and to prevent the creation of new corporations where capital can only be
obtained for a price.

Fallacy No. 5

Cooperative corporations do not have the same access to capital
markets as do taxable non-cooperative corporations.

Fact

With a few limited exceptions, cooperative corporations have access
to the same types of capital as do non-cooperative corporations and in some
instances enjoy notable advantages.

The full resources of the Bank for Cooperatives are available to
cooperative corporations. That these resources are substantial is indicated
in Exhibit M appended which shows the loans to farmer cooperative corporations
by selected U. S. leading agencies during the years 1930 to 1961. The total
amount extended recently by the Bank for Cooperatives has been approximately
$600,00,000, a very sizable amount when considered in relationship to the
total net worth of cooperative associations operating in this country.

Cooperatives can and often do borrow money from non-government
sources such as banks, insurance companies, and other lenders of short and
long-term credit. They regularly issue various types of debt instruments
and have been successful in selling them. They can and do issue preferred
stock, and in this regard the exempt co-op corporations have a significant
advantage over their taxable competitors because the dividends on such stock
can be paid with 1000 dollars.
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The only area in which cooperatives have any real disadvantage is
in obtaining venture capital looking for large capital gains. This type of
capital should not be necessary to the conduct of the ordinary cooperative
business. Cooperative management has done little to try to obtain permanent
equity capital because they have refused to compensate such capital with an
adequate rate of return. The reason for this action is simple -. they have
not been required to resort to such financing. As long as lower cost sources
of capital are available they will be tapped. When this situation has changed,
cooperatives should find no difficulty in obtaining equity capital under present
circumstances if they will make a reasonable attempt to compensate for it.

Fallacy No. 6
If cooperatives are taxed in the same manner os their competitors,

any will be forced out of business.

Fact

This is a ridiculous conclusion. Taxation will impede growth but
as long as earnings are derived from the operation of a business, taxation
vill not destroy it.

In no other country in the world has the cooperative movement
advanced so far as in Sweden and Denmark. Producer members of farm co-ops
in these countries supply much basic food, especially dairy products, to all
of their European neighbors. These co-ops have been eminently successful in
their enterprise; their growth has been steady and healthy, and in directions
beneficial to their national economies. Yet these highly successful co-op
corporations carry a tax burden equal to that of competing non-cooperative
corporations. In Sweden the structure for taxing the co-op -- so long as it
is a true co-op -- is basically the same as that applicable to other
businesses. In both countries the co-op and the patron are liable for taxes
on income from co-op earnings.

Conclusions and Recommendations

It will be apparent from the foregoing arguments for taxation of
cooperative corporations that this Association cannot agree to the limited
and substantially ineffective proposals for partial taxation of cooperative
Corporations and their patrons as proposed in H. R. 10650 nov before the
Co ittee. In this respect we subscribe to Mr. Bryson's conclusion that the
bill before you "represents an unbelievable complicated way of imposing a
X% tax on co-ops."
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We will not attempt to state the numerous legal objections to the
cooperative provisions of H. H. 10650. We do believe, however, that liti.
gation is inevitable and that as a result the existing tax loophole under
which no tax is legally imposed on either the cooperative corporation or
its patrons may exist for years to come.

We are particularly concerned with the economic consequences which
will result from the enactment of the cooperative provisions of H. Rs 10650.

First, and most important, this kind of a proposal will do little
to alleviate the tax-induced competitive inequality now existing between
cooperative and non-cooperative corporate competitors.

Second, from the revenue standpoint, taxation of cooperative
earnings to the patron-recipients will produce insignificant amounts of
revenue.

Third, from an administrative standpoint, it is much easier to work
with a tax imposed at the corporate level.

Fourth, and this is a basic objection, the proposal before you will
not contribute to economic stability or inspire economic growth. This is
true because it will result in the continued gradual elimination of non-
cooperative business in competition with cooperatives, which taxable
businesses perform real services for agriculture. Thus, cooperative monopoly
in many areas will tend to be created. This is not in the best interest of
the agricultural economy nor is it in the direction which most farmers desire.

Finally, it has never seemed quite right to us to make a farmer or
other patron pay a tax out of his own pocket when he receives a non-cash
dividend over which he can exercise no real dominion and control, which he
may never receive in cash, and, hence, which is not properly taxable to him
because it does not have "readily realizable economic value".

The consent provisions of this bill would require many patron-members
of cooperatives to involuntarily consent to the imposition of tax. This is
true because such consent can be obtained by majority action through the by-
laws of the cooperative association. A non-consenting member presumably need
not do business with such a cooperative corporation. This line of thinking
is legally and economically unsound. Many farmers have no freedom with
respect to the exercise or non-exercise of a so-called consent privilege.
This is particularly true in areas of the country where cooperatives offer the
only marketing services available. Such a farmer can give up his membership
in the cooperative but as a result may deny himself access to the only market
which can possibly serve him. The effect of this kind of situation is to
require that a farmer involuntarily assume the obligation of income tax upon
patronage dividend amounts which he may never receives Your Committee should
not take this position.

We have a study under way analyzing the competitive position of
cooperatives in many states. If it is completed in time, we would like an
opportunity to file the results with your Committee and to have these findt00
made a part of this record.
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Recommendations

We would also like the privilege of submitting specific recommen-
dations for the taxation of cooperatives, these to be incorporated in the
record of this hearing. These recommendations will recognize the situation
a it exists today, will not be punitive, but will provide significant relief
for non-cooperative corporate competitors which today occupy a completely
untenable position.

The. recommendations we will submit will include the following:

1. A suggestion that Sections 521 and 522 of the Internal Revenue
Code be amended to allow the benefits of exemption only to newly organized
cooperatives for a limited period of years. In addition, the proposed
exemption should bear some relationship to size. We would make the amendment
progressively applicable during the next few years. This would give existing
exempt cooperatives an opportunity to effect reasonable and necessary
adjustments.

In conjunction with amendment of Sections 521 and 522, we see no
reason whatsoever for the provision which in effect allows the income from
government business to be distributed tax free. This privilege should be
terminated immediately.

2. We also believe that the deduction for patronage dividends
should be limited to cash patronage dividends. When we say cash, it must be
interpreted and defined to mean only those distributions paid in cash as
that term is commonly understood in commercial usage. Moreover, the distri-
bution must be made in such a manner that when received the money is subject
to the complete dominion and control of the patron-recipient and not subject
to any pre-existing legal obligation regarding its dispositon or reinvestment.

3. To the extent that withholding is applied to other dividend
and interest payments, we believe that it must also be made applicable to all
patronage distributions.

4. We believe that a part of the earnings of a cooperative must be
taxed at the corporate level, the earnings so subject to tax being sub-
stantially equivalent to the income which is derived from the capital invested
or employed by the cooperative corporation. We recommend that serious con-
sideration be given the Canadian system under which patronage dividends may not
be used to reduce the income of a cooperative corporation below a certain per-
centage of the capital which it employs during any taxable year.

We conclude with the plea that this Committee take significant
action to give non-cooperative taxable corporations a magna charta of their
oWn, viz., the right to compete with their cooperative competitors under
substantially the same rules.
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EXIIT B-3
STBUM VOLUKIC OF G0S BUSS OF IOCAL AND RIMOAL COOPATIUS

Increa (Decrem)
195 over

1926

Marketing Coope~tlvesCotton & Cotton Prolsctg

Dairy Products
Fruits & Vegetables
Grain, Soybeans, Meal, Oil, Rice
Livestock & Livestock Products
Nuts
Poultry,& Poultry Products
Tobacco
Wool & Mohair
Miscellaneous

Beans & Peas
Sugar Products
dtfier
Total - Misc.

Total - All Marketing

Purchasing or Supply Cooperatives

Total - All Cooperatives

150,000
535,000
296,000(2)
750,000
320,000

- (3)

10,000

16&,000

2,265,000

135,000

19i5

178,000
1,2941,000

1,286,000
730,000
200,000
225,000
27,OO35,000

1955

4521833
2,905,961
1,031,11
2,513,039
1,113,2838D0v481

393,935
216,946
31,767

38,939
132,278
99,901

76,000 271,118
4,835,000 9,340,774

810,000 2,920,096

2,00,000 5,645,000 12,260,870

1959

632,860
3,565,978
1,257,260
3,025,109
1,686,955

137,642
452,549
175,092
28,75h,

39,703
33.,575

16,089

lls379,GW

39,922,922

11,929,528

($1ooo)

4fts,860
3,030,978

961,2602)
2,275,109
1,366,955

- (3)
1132,519

454,860
2,271,978

473,260
'-,739, 109

956,955
(119,519)
227,549
148,092

(6,.246)

180,027
660,017
225,849
5=2,070
2113,672

58:1

(3.,01.3)

8011
199,297
(532,82)253,07 3.16,289

9,1142606 ,,54k.,606 2,038,832

3,414,922 2,739,922 629,826

32,529,528 9%284,508 2,668,65
(')Source: Farmer Cooperative Service, U.S.D.A.

(2)l bludes uts

(3)inc.iude in Fruits & Vegetables

Various issues "Statistics of Farmer Cooperatlves".



EXHIBI? C-1

VOUDS OF USIMSS Or MRUM AND PARK SUMPPU COOPUATnS

AW ~ FOR PRICE FOR TIM TWA 1926, 191.5, 1955 AD 1 95 9 (1)
196194.5 1955Udjusted~Jue Uradiusted Iie()Adjus t

ed Uradauat
znex2)A.us t

edMrketin 922M.uiea
Ca tm & Cotton Products
Dairy Products
Fruits & Vegetables
Grain, Soybeas, Soybean Oil & Neal

& Rice"
Livestock & L vestock Products
Buts
Poultry a Poultry Products
Tobacco
Vool & 1hairNisceflameous

Boo 4 Pess.
Sugar Products
Other,
Total Mis5c.

Total - All Marketing

F&-- suppl. Coopeatves
Feed '.

Fertilizer
Seed
Farm chemical
%iming Mterial
Containers 4 Packsg~g Supplies
Farm eChinery & Equipment
Its & Groceries
Petroleum & Auto Products
Other Supplies

Total - Ftrm supplies

150,000 12?
535,000 156
296,0:0(3) 145(5)

750,000
320,000

40,000

10,000

12(6)
11.6

357
170
186

118,110 178,000
312,919 1,294,000
2014.138 7814,000

585,938
219,178

25,478

5,376

1,286,000
730,000
200,000
22,000

27,000
35,000

135,000 112012) 120,535 810 ooo

179 99,.41 452,833
229 565,066 2,905,961
2314(8) 335,03 1,031,.11

19(9)
2D7

228
198
360
232

760,947
352,657
87,719

113,6367,377
15,086

2,513,039
1,413,283

8,4.81393,935
216,96

38,939
132,278

654.- 139(T) ,1043 76, 000 27() 36.7 99, 901
2,265,000 1,5147,210 4,835,000 2,373,687 9,3.0,774

1,011,555
396,877
139,017

".1,731109,570
50,281
93,595
53,176

731,210
p229,914

272 166,183
22 1,153,159

2(10) 464,600

207(1.)
249
212
188
1437

250

236(7)

212

153247

269
360
269317
265

249

1,2114,029579,632
37,963

209,5W
149,644

39-743
331,575
1.6,089114.881 417,.07

14,002,66 11,379,606

U~ia~used I X(~2) Ad usted(0ooo)

632,860 266 237,917
3,565,978 256 1,392,960
1,257,260 236(13) 532,73

3,025,1091,686,955
137,642
452,549
175,09228,754

505,450
259,397

56,282
16,62930,436
18,692
29v368
20,270
45,860
WA -. ..

1,222,317518,ooo
135,826
70,118

127,116

56,669.08,7.9
62,841

930,356317,930
I - I. .-- ,,-- Lw% ,T,731 3,549,922 1,811,952(1)SOurce: Farmer Cooperative Service, U.S.D.A. Statistics of Farmer Cooperatives. Various Tears. Indexes from Agricultura]. Statistics, U.S.D.A. Various Years.(2)Tndex rzumbers. Usd in case of marketing cooperatiVes are obtained from prices received by farmers index computed by the U.S.D.A. using 1910-14: 100. Inex ou bers forfarm supply cooperatives In 1955 are obtained by using prices paid by farmers index computed by U.S.D.A. and using 1910-14. 100. The adjusted volume of business foreach year is in terms of 1910-14 base period equivalent.

Includes, nuts. (14
)Includ in fruits & vegetables. (5)Average of index nmbmers for fruits (11.0) and vegetables (15). (

6
)Average of Index numbers for food grains (152)and feed grains (1a1). (7hadex for all farm crpsusrd. (

8
)Average of fruits (228) and vegetables (21.0). (9)Average of food grains. (172) and feed grains (167).(10)Averaie of fruits (212) and vegetables. (233). 11lAverage of food grains (228) and feed grains (187). (12)1955 index for all comodities bought for use In farm

Production us 249- The index of 196 Is computed by dividing the un adjusted total volume of business by the adjusted total volume. The resulting index gives effect to
the index.. for Particular item. The ratio of the index so determined (198) to the index for all comdities bought for use, in far production (249) is .795. This
factor Is applied to the 1926 and 19k.5 dexms for &1l Commoditis bought for Use nrodco and the resulting iOdexes are used I& deterring the adjusted grosVolum of busineas for 1926 and 194s5. tl-

3
JAver*W of fruits (212) and waetablesC26O) A.

1
Jvera~ge of food graine (202) end feed arson (2.56).

179(14)

256

506 314,603 Mj227 12,667 -ti

210 173,920
5,1.7,397

199 6114,230
152 310,789
202 67,24i
263 26,661 .,
393 32,345
263 21,547
372 29,234 t
278 22,604L73 537,T78

1,690,oo
658,967

P

AC
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EXHIBIT C-1, CHART I
VOLUME OF BUSINESS

MARKETING AND FARM SUPPLY COOPERATIVES

1926, 1945,19S5and 1959

12.2

U

I4.~

SI LEGEND
MARKETING COOPERATIVIES

L FARM SUPPLY COOPERATIVES

I.i...I

l1e( UloqS 1955 1.9 19ZG 1916 1955 19 9

Unadjusted for Pile Adjusted Iot Prlct



EXHIBIT C-2

EAL INXFES IN VOIUM OF BUSINESS OF XARIETI AND FARM SUPPI COOPERATIVES

IkktagCooperatives
Cotton & Cotton Products
Dair7 Products
Fruits & Vegetablep
Gralin, Soybeans, Soybean Oil & Meal

& Rice
Livestock & Livestock Products
Nuts
Poultry & Poultry Products
Tobacco
Wool & Mohair
Miscellaneous

BOMm & Pas
Sugar Products
Other
Total Misc.

Total - All Ibrketlng

Farm Su ply Coapamtives

Feed
Fertilizer
Seed
Farm Cbemicals
Budldingt YAterial
Containers & Packaging Supplies
Farm Yacbinery & Equilment
Meats & Groceries
Petrolem & Auto Products
Other SupplLes

wte3. - ?awm SuII.eS

1959 over 196
Amount Percent
($1000)

119,807
1,050,011

328,599

1,1011,067
439,789
64,925

293,218
34,603
7,291

101.4%
306.2
161.o

188.
200.7

1,150.9

135.6

1959 over 19145
Amount Percent
($00)

138,,476
82T,894
197,694

929,058
306,310
(22,794)
205,060
27,226
(2,141)

139.3%
146.5

59.0

122.1
86.9

(26.0)
180.5
369.1
(16.0)

1959 over 1955
Amount Percent
($1000)

71,.434
239,801
68, 137

475,976
79,335
26,962

109,148
(15,041)

(110)

142.9$
20.8
14.7

39.2
13.7
71.0
52.1

(30.3)
(0.3)

127,877 277.7 137,205 373.7 59,039 51.4

3,570,187 230.7 2,743,710 15.6 1,114,751 27.8

lO8,78o 21.5
81,392 31.
10,959 19.5
10,032 60.3
1,909 6.3
2,855 15.3(134 ) (.5)
2,334 1..5

91,918 20.6
27,176 29.4

1,691,I417 1,1.03.3 1,233,381 213.2 337,221 22.9
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INHIBIT D
GROWTH IN NET WORTH, 1932.1962

FUGTA
° 

VS NON-COOPERATIVE COMPETITOR

(in Mdlions of Dollar)

I .. \ 21.9

.... -- 23.
- FUGTA

5

S .

It 0 3

-- NON. COOPERATIVE.
COMPETITOR

2q8

26.0

1957
~~\29.7

29.0

3.0

W8-
[ \\\ \- \0W0 \\'M"0 wN\'0,=

194

~b1 -- -__
2.8.?

'15.3

'Former Union Grain Terminl Ats'n.
4.17. 9 Fool 0tws N'. A*
4.l 7-62

1877

33.3

35.4
195.3

38.8

... ~7 q 1

26.3



TAME D-1

PAPO UNIN GRAIN TEMI NAL ASS'DN(An Lwoem Tax Exempt Regional Cooperative)
Earnings & Growth

1951 - 1961

Beginning Net Saving
Not for

Womtbk Yera

195 $21.906.821 $2.353.538

1953 23,465.913 2.269.&45

1954 24.785.430 2.564.965

1955 26.325.560 3.913.208

1956 28.981.060 3.200.376

1957 31.031.139 3.613.3W0

1938 33-24415 3.4149.513

199 35 .416,053 3.850.086

1960 38.767.979 2,933.017

1961 " 40207,784 2.224.194

1962 41.81.55.

TOTAL _ _66,0

Return an

10.74

9.67

10.35

14.86

11.04

11.66

10.35

10.87

8.28

5.74

Cash Distribution
Preferred Current 'ear

D.istri_.tion

$320,449

495.?19

488.695

475.066

510.22

r,96.596

667.973

(271.780)

N/A

NIA

$473.997

453.809

536.i4o

782.642

64o.o75

773.466
689.902

769.90

N/A

N/A

SData shown in bar 1. fthibit D

Gilber-t G. Glieblmc.G.alr and Feed Da~mae
"ft-omm Ass'n 4.-17-62

Estimated
Tax on CashDistribt~ion

$794,446

949.528

1.024.335

1,257,708

1.150.297

1.320.064

1.357.875

496.i6o
1,493.2=.

1,150,424

$158.889

189.905
201.967

251.51

230,059

264.012

271.575

99.632
298,642

2N.o84

l ,sd,'_4 .'=-J.
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A NON - OOOPEATIVE COM IOR OF FUGTA
Estimated Earnings and Growth

1952- 1962

Beginng

$21,906,821
22.12,075
23,130,626
24.0169413
24.,98,0,000
25.724,,835
26.533.528
27,275,007
28,075,.500
28,703,156
29,312,753

FUOTA
Rate of

10.74
9.67

10.35
14.86
11.04,

11.66
10.35
10.37
8.28
5.74

Net Ineme

$2,,352,793
2.179,818
2,394#020
3.568,839
2*757.7922999T9TL-cZ2,995.158
2.7?46.220
2,9",793
2.324,.651
19647,561

$250M,164.5

Net Inccme
Iocme After

XaL055% Inome _Tax

$1.,294.036
1.198.900
1,316.711
1,962.861
1.516v400
1,&67,337
1,510 .421
1.63o.636
1,273.558

906v158

$1,058,757
980,918

1.077.309
1.605.978
1,241,392
134'79821
1.235 799
1.334. l57
1,046.093

741.403

Rate of
Return

After Tax

4.83
4*.35
4.66
6.69
4.97
5.24
4.66
4.89
3.73
2.58

$14,262,#405 $11.669,240

Aswsued
Dividend

$423,503

392,367
430.924
642,391
496,557
539.128
494.320
533.663
418.437
296.561

Est. Tax to
Earnings Stockholder
Retained on Div, 20%

$635.254
588.551
885.787
963.587
744-835
808.693
741 479800,494
627.656
609.57

$34,700
78,473
86.185

128.478
99.311

107.825
98.8&*

106,732
7'3.6 759.312

$4,667,696 $7,001.544 $93j.539

Total

$1 .3?13.7361,277,373
1.4 02.896

2.0)91.3391.615,711
1.755.162
1.609.235
1.737.368
1.362-245

965.470

$15,195.944

0 Data shon in bar 2, Exhibit D

Gilbert G. Glebirk
Grain & Feed DIalera
Nat'l Ass'n 4.-17-62

1952
1953

1955
1956
1957
1958
1959
1%0
1961
W62
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EXHIBIT E

PROJECTED GROWTH IN NET WORTH, 1942.1071*

FUGTA' VS, NON-COOPERATIVE COMPETITOR

Uft millions *I 0.11..,)

I 13.0



3.-n~n
Year net

Worth

1962

194

196h4

1965

1966

1967

1968

1969

1970

19a1
' taL~a

42.-3

145.14

9.9

514.9

60.14

66.4

73.0

80.3

88.3

97.1

Table -1

FAMN U=ON RM R mL ABSOCIAxoESTDO Emm fpMO

M o2)

As e Net Cmulativ
Return on Savings Savings
Net Worth for Yew Retalmed

S 4.5 8.6

5.0 13.6

5.5 19.1

6.o 25.1

6.6 31.7.

* 7.3 39.0

8.0 47.0

8.8 55.8

9.7 65.5

65.5

413

4.1

51.9

56.1

60.6

65.5

TO.8

76.5

82.7

Retu oan
Not worth

20Ux wirmnri(3)

Savin withh ol Saving. Salgms
for Year * 20% Reftaind Retained

10% 4.1

14.8

" 5.2

* 5.6

6.1

U 6.6

7.1

* 8.3

.8

-9

1.0

1.0

..

1.2

1-3

1.4

1.5

1.7

3-3

3.5

3.8

14.2
4.5

4.9

5.3

5-7

6.2

6.6

3-3

6.8

10.6

114.8

19.3

214.2
29.5

35.2

141.4

h8.0

59-9 1.9 .8.0

Chart

(-)Malft ability to earn io$ rea on Net Worth at beginning of
each period and all earning retained

(3)Assuming a 2o% tax is IMPOSed on eacb patron recipient of dividend and
tbis amunt is withheld

A=- Tax- Not Cumulative



ECHIBT K
Table X-2

A IDI-COOP. C0G!IT0R OF FUOT

1962-1971(-)

B044ianng Assumed Net Karninge
Year let Return on Be-oe After

- worth let Worth Tax *50%

1962

1963

194

1965

19w

1967

1968

1969

197o

197I

Totals

41.3
42.6

44.0

45.4

46.8

18.3

49.8

51.3

5219

54.6

10%

'I

U

if

4.2

4.3

4.4

4.5

4-T

4.8

5.0

5.1

5.3

5.5

(IMilli4on

2.1

2.2

2.2

2-3

2.4

2.4

2.5

2.6

2.7

2.8

24.2

Assumed
Dividend

* 40%
Dollars)

.8

.8

.8

-9

-9

.9

1.0

1.0

1.0

1.1

Net

Earning
Retained

1.3

1.4

1.4

1.4

1.5

1.5

1.5

1.6

1.7

1.7

Cumulative
Earnings
Retained

1.3

2.7

4.1

5.5

7.0

8.5

10.0

u.6

13.3

15.0

9.2 15.0

1st. Tax 21
Stockholder

on Div. @ 20%

.16

.16

.16

.18

.18

.18

.20

.20

-2D

.22

1.84

chat

(1)AsumUMn ablity to earn 10% before taxes on Net WorthL &t beginning ofOwft Verto4 And all ears retained

Total. Corp.
& Indiv.
Inc. Tax

2.26

2.26

2.36

2.40

2.48

2.58

2.70

2.70

2.80

2.82

25.36
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EaTIT 3

COMPARATE C0E)MLMI FI1KAUCIAL STAM T16 MAJOR RcoIMMAz FARM SUP=L C00FmU.TIVS
For Years End-Ing In 191i5 and 1959

Aosets
Current Assets

Fixed Assets (Net)

Other Ansetsa

Total of 21
Cooperatives

334,499

259,318

92,696
686,513

Liabilties & ysArbS ZaUltias
Current Liabtes

Other iMab3lities

Herse a quities,

Total

229,129

105,578

6W,806
686,513

EXClUSIOn Of Cooperatives Not Consolidated in 12!5 RWesterZn NuLaidPoUltrjrens -Ailkmas Tennessee Kepe*Uj.M X -M- -Mz

15,680

9,267
1,51s9

26,1.6

12,07T

7,179

51,8

19,801.

5,359 5,126

- 2,320

21,136 12,357

26,195 19.,803

1,6&

1,589

105

3,328

770
16

2,512

3,328

Farmers Farmers

(1,000 Dollars)

259

11.6

1,283

511

162

610

1,283

2,968

2,227

5,619

1,380

249

2,990

5,619

Exclusions

33,237

2o,521

2,9720
56,526

13,136

2,777

39,6D5

56,528

16 CoqPertires
Incn d

1915 Report
499 195

3014262
238,79T

89,9.

629,987

115,983

102,801

112,201

629,985

&,ooU3D,583r

11.,211

109,008

29,338

66s800

109,08

Increase195 to1959

237,051

208,21g
75,710

52,979

86,645

89,931

3k5,1 01

520,977



EXHIBIT I

FARMS UNION CENTRAL EXCHAUZ, INC.
COMPARATIVE FINANCIAL DATA

10 YEMS SE 1961

1952 195 15 1955 15 195 1% 1959 16 1
Assets

Current Assets
Fixed Assets
rnvestments
Other

Total Assets

Liabilities & Net Worth
Curn ?Liabi lities

Noncurrent Liabilities

PatronStockholders Net Worth(l)

Total Liabilities & Net Worth

222M11g Statement
Sales
Net SaviqE6% on Operations
Other Income
Patronage Refunds & Income
from Other Cooperatives,
Net Savings
Value of Net Savings at End
of 1962 if compounded @ 6%
Interest

Compounding Factor
Amount
Interest Earned

Return on Beginning
Net Worth

12,553
7,653
9,631

729

30,566

14,239
7,446

10,765
846

33,296

16,225
T,884

L1,834
1,166

37,109

19,259
8,561

13,178
1,2144

142,21.3

24,928
10,652
11,688
1,632

48,89

26,777
14,558
13,287
3,082

57,705

28,750
17,006
13,549
3,167

62,72

31,655
17,898
16,839
3,757

70,149

32,959
28,407
14,893

76,259

j6,177
27,312
16,212

79,701

5,158 5,666 6,583 8,376 10,314 12,289 12,222 12,643 10,131 10,564
2,267 1,731-

25,108

30,566

27,630

33,296

30,525 33,867

37,109 42,243

38,585

48,899

45,416 50,250

57,705 62,472

57,5o6
70,149

63,861

76,259

45,708 50,408 55,303 62,717 67,951 75,792 85,046 91,788 90,711
2,682 4,050 4,096 4,76o 5,709 6,147 5,196 6,610 5,708

268

67,406

79,701

91,839
5,554

442

979 933 1,322 1,676 1,678 2,430 1,541 2,253 2,057 2,817
3,661 4,983 5,41( 6,435 7,387 8,577 6,737 8,863 8,033 8,814

1.791
6,556
2,895

1.689
8,416
3,33

1.594
8,635
3,218

1.504
9,678
3,243

1.419
10,482

3,095

1-338
11,476
2,899

1.262
8,502
1,765

1.191
10,555

1,692

1.124
9,029

996

1.060
9,342

528

16.5% 19.8% 19.6% 21.1% 21.8% 22.2% 14.8% 1.6% 14.0% 13.8

*(0-1952 Zet Worth -as $22,251,000
stackb 100""ed t)W%0Ufxaekbefiw %m2.f cf 1952 lumsnw bm rei red4.



EXHIBIT d
Compartttve Effect of Tax Advantage on Growth Rate

Stdckhl.dtr S1.000,000 Tax Exempt Coop .orporation and S1,000,000 Taxable Corporation

Coop
Ve, II

or
k~trons

3 oo

3...

a 'oo

oo

X UTAX

U4X TX TAXINtls I moe

TABLE I TABLE Z
All Earnings

Retained

7MBLE TA OLEIO
4% Cash Dividend
Balance Retained

Be$__ .nn;n I ' Y.

USo_ Coop E nd 6'0 yc.

End Yr.
Coop

COOP8

IP7 - c o

cooop

IV 25____

7" TA N1-1 -g7

/000

.OO TAK

TABLE 5-
20% Withhold

Balance
Retained

TABLE C
All Saving
Retained
10 Year

Revolving

T4BLE 7
Savings Retained

20" Withheold
10 Yeaw Revolving

015

MO /*AmX! 11; rM. ,



EMHIIT JTable 1-

A $1,000,000 Non Cooperative Corporation Subject to 52% Tax
Earnings & Growth in 10 Year Period
(If All Burning are Retained) (1)

Stockholder's
Equity

Begin. Year

1,000,000

1,076,800

1,159,500

1,248,500

1,r344,40

l,447,700

1.558,900

1,678,6O

1,807,500

1,946,300

Rate of Return
an Col.(1)

-Before- Tax

16%
U

'I

'V

I,

U

3,

'V

'I

Net Income
before

_Tax

160,000

172,290

185,500

199,800

215,100

231,600

249,400

268,600

289,200

2,311.,O
2,,80

Corporate
Income

Tax

83,200

89,590

96,500

103,900

111,800

120,400

129,700

139,700

150,400

161,goo

1,187,090

Net Income
.After_Tax

76,.800

82,7oo

89,000

95,900

103,300

111,200

119,700

128,900

138,800

14%,500

1,095,800

Ommilatve

EarningsRetained

76,800

159,500

248,500

344,400

447,700

558,900

678,6oo

807,500

946,300

1,095,800

CUm. Stockholder s EquitY

As ,of

1,o76,800 107.7%

1,159,500 115.9

1,248,5oo 124.8-

1,344,400 134.4
1,447,700 144.8

1,558,900 155.9

1,678,600 167.9

1,807,500 180.8

1,946,300 194.6

2,o95,800 209.6

(1) Not an -ntir.1y VPer asamztim in Vie, or ue Code
I±~tatOu ~ ~rO.S a m & n~aatla of surwp2A=s

Year

1

2

3

4

5

6

T

8

9

10

Totals



X=3333= kT
TANZ 2-

A Us.0000,000 DWnn+ng Size Exempt Coop. CarpomtIM
jk=IIM & arowdi lu 1646 Pftdod Umder Present Lev

(Ir A;LI SIMr13W am Bertained " ftf4;VCMI ECjjdt7)

PatzNMI
Equity

Being, Year

413,000S,000

2 1vI6DpOOO

3 ls,345ADO

4 18,%otgoo

5 1*&Ov6DO

6 41Wj,3DO

T 4436thW

8 2*826#2DO

9 3 278pk*

10 3ADI,000

Tatals,

pate at

an

14
16%

16%

16%

16%

16$

10%

16%

16%

16%

Not SLYIna
and

After 2ax

16DOOW

185p6DO

2L%300

249MO

289s7OO

3363,1w

389,800

1&52v2DO

5Ap6DO

_.__wsk*

*%4144W

Net
SMVIASS

Paftined

16DVOOO

185s,6DO

22.5s,300

249s,700

289s,70D

336vlW

389$,8DO

45Pv2DO

5214.96DO

$1,411AW

Cumulative
savings
Retained

16D,,ooo

-*5s,6DO

56D*9DO

810s,6DO

l*lOOo3DO

l.4A**

ls826.92DO

2*278phW

2,,8D3,ooo

IAIIAW

Cumulative Patrcwt r4uity
As & VM

Amovat UVOOOS,000

*1.*16Dj,000 116.o

ls,345,v6OO 134.6

lj,5(OP900 156.1

lp8W#6OO 181.1

2.vlOOP300 210.0

2,ph36PhW A3.6

2p826s,2DO 282.6

3.*278phOO 327.8

3AD3#000 3OD-3

40411AW 441.1



EXHIBIT J
TABLi 3

A $1.000.000 Son Cooperative Corporation Sub.lect To 52% Tax
Larninga & Growth in 10 Year Period

(It 4% Cash Dividend on $1,000,000 Beginning
Stockholder's iqiity Paid & Balance Retained)

Pate of
Stockholder's Return Net Incame Corporate Net Income 4% Cash Net Cumulative Cumil. Stckholder's ,iqz As-ned Tax TotalEquitr on Colmn () Before Income After Dividend Income Net Income -- a % of on 4$ Div. Corp. & Indiv.Year Begih,. Y Before Tax Tax Tax Tax on $1,000,000 Retained Retained Aount 93,090,000 __ * Inc. Tax

I, 1,000,oo 16% 16o,ooo 83,200 76,800 40 "-0 36.800 36,800 1,o36.800 103.68 8,000 91.200
2 1,036,800 .65,900 86,300 79.600 ..,,(oo 39,600 76,400 1,o76.4oo O7.64 8,000 914,3003 1,076,4.00 172,200 89,500 82,700 4),000 42.7oo 119.100 1,119.100 111.91 8.000 7.500
4 1,119,100 179,100 93.100 86,O00 1.0,000 46,000 165,100 1,165,100 116.51 8,000 101.1005 1,165,100 186,400 96,900 89,500 40,O00 49.500 214.6o0 1,214,6o0 121.6 8.000 104,900
6 i,1 4,600 194,300 101,100 93.200 4o,0o0 53,200 267,800 1,267,800 126.78 8,000 109.100
7 1,267,800 202,8OO 105,500 97,300 40,000 57.300 325,100 1,325,100 132. 51 8.00o U3.508 1,325100 212,000 110,200 101,80 40,000 61,800 386,9oo 1.386,900 138.69 8.000 118.200
9 1,386,900 221,900 115,400 106,500 40,000 66,500 53,400 1,453,400 145.34 8.000 123.400
0 1,453,400,6 

40,000 10 525,000 1.525,000 152.50 8.000 128.0 -Total& 1,92T.100 1,002,100 925,000 4o0,000 525,000 80,000 1.082.100



EXHIBIT J
TABLE 4

A $1,000,000 Beginning Size Exempt Coop. Coorporatlon
(Earnings & Growth in 10 Year Period Under Present Law

If 4% Cash Dividend on Beginning Patron's Equity Paid & Balance Retained)

Rate of
Return

on Col.(1)

Patron's
Equity
Begin.Year

1,.000,000I,O1WOOX
1,120,00

1,259,200

1,.420.,700

1,6o8,O00

1,825,300

2,077,300

2,369,700

2,70%,900

3,102,300

Cumulative
Savings
Retained

120,000

259,200

42, 700

608,000

825300

1,077,300

1,369,700

1,708,900

2,102,300

2,558,700

Cumul.

Amount

1,120,000

1,259,200

1,.2o,700

,6o8,ooo

1,825,300

2,077,300

2,369,700

2,708,900

3,102,300

3,558,700

Patron's Equity
Asa%

of 1,000,000

112.O

125.9

142.1

160.8

182.5

207.7

237.0

270.9

310.2

355.9

Net Savings
Before and
After Tax

160,000

179,200

201,500

227,300

257,300

292,000

332,400

379,200

433,400

296.00

2,*958,7OO

4 casb
Dividend

on 1,000,000

40,000

40,000

4o,ooo

4o.,ooo

4o,ooo

40,000

4O, O00

40,000

40,000

40,000_ 4O.O00

4oo,OOo

Net
Savings
Retained

120,000

139,200

161,500

187,300

217,300

252,000

292,400

339,200

393,400

2,558,700

Assumed Tax

on 4% cash
Divid.@ 20%

8,000

8,000

8,000

8,000

8,000

8,000

8,000

8,000

8,000

8,000

80,000
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EX1BnT K
TAKE 1

A $Oo,000 Non Coop. C rporation Subject to 30% Corp. Tax
Earnings & Grovth in 10 Year Period

(If All Rarnings are Retained)(1)

Stockholder's Rate of Return Net Income
Equity on Col.(1) Before

Begin. Year Before Tax Tax

100,000 15% 15,000

110,500 " 16,575

122,103 18,315

13W,923 " 20,238

149,090 " 22,36&

16,745 24,712

182,03 " 27,306

201,157 " 30,174

222,279 33,342

245,618 68k

244,869

Corporate Net Income Cunmative
Income After .r P

x 0 30% Tax Retained

4,500 10,500 10,500

4,973 11,603 22,103

5,495 12,820 3, 923

6,o71 14,167 49,090

6,709 15,655 64,745

7,414 17,298 82,043

8,192 19,114 101,157

9,052 21,122 122,279

10,003 23,339 145,618

215z2a 171,408,

Year

1

2

3

4

5

6

7

9

10

Totals

Cu"ul. Stockholder' sEquit
Asa %of-

Amount 10000

110,500 110.5

122,103 122.1

1.34,923 1.34.9

149,090 149.1

164,745 164.7

162,013 182.0

201,157 201.2

2 222.2

245,618 245.6

271,408 271.4

(2) Not an entirelY proper asmw=tn In vlew of the code lntationuPan uwfr"etsonble accvail&t a or surp3.u .

73,462 171,408



EXHIBIT K
TABLE 2

A $100,000 Beginning Size Exempt Coop. Corporation
Earnings & Growth in 10 Years Under Present Law
(If Al Savings Are Retained as Patron's Equity)

Patron ' s
Equity

Year Begin. yr.

1 100,000

2 115,000

3 132,250

4 152,o88

5 174,901

6 201,136

7 231,306

8 266,002

9 305,902

10

Totals

Rate of
Return

on Col. (1)

15%

351,787

Net Savings
Before & After

Tax

15,000

1T,250

19,838

22,813

26,235

30,170

34,696

39,900

45,885

52.T68

304,555

Net
Savings
Retained

15.000

17,250

19,838

22,813

26,235

30,170

34,696

39,900

45,885

52,768

304 .555

Cumlative

SavingsRetained

15,000

32,250

52,088

7T4,901

101,136

131,306

166.oo2

205,902

251-787

3042555
.,334-,92T

Ctunlative Patron's E4uity
As a10,0ofAmount 4100,000

115,000

132,250

152,088

174, 901

201,136

231,306

266,002

305,902

351,787

404.555

115.0

132.3

152.1

174.9

201.1

231.3

266.0

305.9

351.8

0-0



MOFJ33T K

A 100,000 Non Coop. Corporation Subject to 30% Corp. Tax
(arIA99n & GroVth in 10 Year Period

(f 5 Cash Dividend on 100,000 beginning Stockholder's
Equity Paid and Balance Retained)

Stockboldei's
Equity

Begin. Year

100,000

105,500

111,600

118,300

125,721

133,922

142,984

152,998

164,o63

176,249

Aete of Return Net I Corporate
on Col. (1) Before Income

Before Tax Tax Tax 30%,

15% 15,000 4,500

15,800 4,700

16,700 5,000

17,745 5,32

18,858 5,657

20,o88 6,026

21,448 6,434

22,950 6,885

24,609 7,383

- 26, .3 7,933

199,61 59,842

Net Income
After Tax

10,500

U1,100
11,700

12,421

13,201

14,062

15,014

16,o65

1 ,226

18,510

139,799

50 CashDividend

on 100,000

5,000

5,000

5,000

5,000

5,000

5,000

5,000

5,000

5,000

50,000

Net
Income

Retained

5,500

6,100

6,7o0

7,421

8,201

9,062

10,014

11,065

12,226

13,510

89,799

Cumulative
Net Income

Retained

5,500

11,600

18,300

25,721

33,92

42,984
52,998

64,063
76,289

Year

1

2

3
h'

5

6

7
8

9

10

Total

Cumul. Stkh. I
AA

Amount _

105,500

111,600

118,300

2,7 21

133,922

14.2,984

152,998

164,063
176,289

Equity ASMUsed Tax Toa

a 16of a 5% iv. Corp. & mIna.100,000 . Rate (1) Inc. Tax

105.5 I,200 5,X0
111.6 1,200 5,900

118.3 1,200 6,200

125.7 1,2o 6,5m

133.9 1,200 6,857

143.0 1,200 7,M6

153.0 1,200 7,631.

16.1 1,200 8,085

176.3 1,200 8,583

189.9 1,200

12,000
71,81.2

Note (1) It i- assumed Stockholder-Owner of business is married, has 2 children, files a jointreturn, has salary and other income which results in a tax liability of $1,200 on the$5,000 dividend.

- 0,799 189,799



EXHIBIT K

A $10,ooo Non Coop. Corporation Subject to 30% Corp. Tax
Earnings & Growth in 10 Year Period

(if Stockbolder Elects to be Taed Under Subhapter S.
and Corporation etains Pemainder in Excess of Assumed Withdrawal)

Hate of Return
on cl. (1)

Before Tax

15%

Stockholder's

Begin. Year

100,O00

107,300

124,100

133,900

1"1,700

156,60o

169,=0

283,400

198,300

Net
Income

Before Tax

15,000

16,100

17,300

18,600

20,100

21,700

23,500

25,500

2T,500

215,000

Income Tax
Attributable

Corp. Income (1)

3,900

4,400

4,600

5,000

5,500

6,000

6,600

8,000

8,800

10,000

62,800

Net Income
After

Tax

11,100

11,700

12,700

13,600

14,600

15,700

16,900

17,500

18,700

152.200

NOTE: (1) It is assumed Stockholder-0wner elects to be taxed under Subchapter S. He is married;has 2 children and files a joint return. He has salary and other income so that average.effective tax rate on corporate income attributable under Subchapter S is 26% for first",000 of corporate net income. When corporate income exceeds that amount effectivetax rate will be increased to give effect to higher oracket rate.

(2) It Is assumed stockholder vill withdraw $3800 each year. This Is the equivalentof the after tax remainder of $5000 dividend paid stockholder in Exhibit K - Table 3

Withdrawn
From

Business (2)

3,800

3,800

3,800

3,800

3.800

3.800

3,800

3,800

3,800

38,000

Balance
Petained

in Business

7,300

7,900

8,90O

9.800

10,800

11,900

13,100

13,700

14,900

15,900
U4 ,200

Year

1

2

3

14

5
6

7

8

9

10

Tatai*

Cumulative Stockholder's Eqity
As a% of

Amount t ,0

107,300 107.3%

115,200 115.2

124,i00 124.1

133,900 133.9

14,700 14.7

56,6oo 156.6

169,700 169.7

183,o00 183.4

198,300 198.3
2114,200 2114.2

Total
Corp. & Indiv.

Inc. Tax

3,900

4,o00

4,600

5,000

5,500

6,ooo

6,600

8,ooo

8,8o0

10.,00

62,800



TAL.E 5

A $100,000 Si.ze Division of Non-Coop. Corp. Subject to 52% Tax
Earni.g & Growth in 10-year Period

(If 5% Cash Dividen on $100,000 Beginning Stodc hle ',
Equity Assigned Division is Fald and Balance Retained)

Divisional
EquityYer egi. Yewr

. $ 100,000

2 102,D

3 105 15

4. 107,080

5 109,808

6 112,728

T 115,8hk1
a 119,196

9 122,788

10 126,62D

Totals

Rate of
Reun

on Col. (1)
Before TAX

15%

15%

15%

15%

15%

19%

15%

met Income
Before

Tax

$ 15,000

15,300

15,700

16,1oo

16,oo

16,9oo

17,100

17,9W

18,4W0

19,000

168,8o

Corporate
Income Taz

$ 7,800

7,956
8,164

8,372

8,%

8,793

9,048

9,308

9,568

8 8D

Net Inceme

Tax

$ 7,2D0

7,31.1

7,536

7,728

7#92D

8,352

8,832

80,71.0

50% Cssa
Dividend

on 100,000

$ 51,000

5,000

5,000

5soo

5,o0

Net

111come
Retained

$ 2,3o

2,536

2,728

2,92D

3,11.6

3,352

3,592

3,832

3 ,71O

Cuilative
Net incoeRetained

7,080

9,808
12,728

1581.1

19,196

22,788

26,2

30,71.0

Cumulative Stkh. Zqluty

Amt of $100,00
$ 102,800 102.2

107,080 107.1

1O9,808 109.8

112,728 112.7
U15,844 U5.8

119,196 119.2

2,788 122.8

L1,6 126.6

130,7)60 130.7

Asad oal Corp.Tax on & mIdiv.

5% Div. Inc. TAX
$ 1,o $ 9,000

1,00 9,156
1,80o 9,361.

1,92DO 9,572
1,200 9,780

1,800 9,993

1,200 10,768

1,200 9.,08
12,000 99,40
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A 100,000O BegUInng Si1 RatOMo. ORpOratix
(:E 5% Earnings & Growth ini 10 years r Pes Myt Lawr

C~h ivi"Od'onMe&WiM utrtSEqtity Paid & Waane

Patrons
Equity

Year Begin.Tear

I 100,W000

2, 310,000

3 121,500

4 13,700

5 149,900

6 167,400

T 187,510

8 210,637

9 237,233

10

Totals

267,818

Rate of
Betarn, an
-C*l.(1)-

15%

net savings
Before and
After Tax

15,000

16,500

18,.200

20,200

22p500

25,130

28,127

31,596

35,585

40,P173

252,991

5% cash
Dividend

5,00

5,OD

5*0.D

Net

Retained

10,o

13,200

15,200

17,500

20,110O

23,32

26p596

30.,585

2oe,,991

Cumlative

Retained,

10,0000

212500

3A,700

J~i9,900

67,4o

87,510

110,63T

137,233

1L67,818

0M.91

Ammmt 100,000

110,00 110.0%

M2,500 321.5%

134,70 134.7%

149,.900 199

16TAoo 167.4%

187,v510 187.5%

210,637 210.6%

237,233 2372%

267,818 267.8%

30,991 303.0%

Assumed Tax
on 5% cash
Div.*0 ?

1,000

1,000

1,9000

1,000

1,000

10,000



Patrons
Equity

Begin. Year

100,000

112,000

125,440

140,493

157,352

176,234

197,382

221,068

247,596

277,307

Rate of
Return

on Co1. (1)

15%
,.

Year

1

Net Savings
Before

Tax

15,000

16,800

18,816

21,074

23,603

26,435

29,607

33,160

37,139

263,230

20% Tax
With-
held

3,000

3,360

3,763

4,215

4,721

5,287

5,921

6,632

7,s428

8,319

52,646

Net
Savings
Retained

12,000

13,440

15,053

16,859

18,882

21,148

23,686

26,528

29,711

233,57
210,584

Cuwal.Patrons Equity
As a I& of-Amount 100,000

112,000 112.0%

125,440 125.4

140,493 140.5

157,352 157.4

176,234 176.2

197,382 197.4

221,068 221.1

247,596 247.6

277,307 277.3

310,584 310.6

Patrons Tax
0 20% of
Net Sais

3,.000

3,360

3,763

4*215

4,721

5,287

5,921

6,632

7,428

52..646

10

Totals



EXHIBIT K
TABLE 8

A $100,000 Beginning Size Exempt Coop. Corporation
Earnings & Growth in a 10 Year Period

(If All Savings Are Retained and Patron's Equity
Revolved on a 10 Year Basis)

Patron's
Equity

Year Begin. Year

1 100.000

2 110,310

3 121,416

4 133,318

5 145,996

6 159,05

7 173,1?66

8 i88,o56

9 2D2,646

10

Tbtals

Rate of
Return on-Col. Wz

15%

I,

217,6:Z3

Net Savings
Before & After

Tax

15,000

16,546

18.212

19.998

21,899

23,911

26,020

28,208

30,397

232,840

Patron's Equity
Certificate

Redeemed

4.690

5,440

6,310

7,320

8,490

9,850

11,430

13,250

15,380

100.000

Net
Savings
Retained

10,310

3,106

11,902

12,678

13,409

14,061

14,590

14,958

15,017

14,809

132,840

Cumulative
Sawings
Retained

10,320

21,416

33,318

45,996

59,405

73,466

88,o56

103,014

118,031

132,840

Cow-u-tive

Amount

110,310

121,416

133,318

145,996

159,405

173,466

188,o56

203,014

218,031

232,840

As a 16 o

10.3%

121.4

133-3

145.9

159.4

173.4

188.0

203.0

218.0

232.8



EXHIBIT K
TABLE 9

A $100,000 Begiuning Size Exempt Coop. Corporation
Earnings and Grovth in a 10-year Period

(If All Savings are Retained, a W% Tax Withbeld and Paid
and Patrons' Equity Revolved on a 0-year Basis)

Patrons'
Equity

1 $ 100,000

2 107,310

3 1114,748

14 1=2,2D8

5 129,553

6 136,6 9

7 143,152

8 14g,9oo

9 153,518

10 156,560

Total&

Rate of
Return on

Co.5%1

15%

15%

15%

1.5%

1.5%

15%

15%

Net Savings
Before Tax

$ 15,000

16,097

1.7,21.2

18,331

19,&33

20,491

21,473

22,335

23,o28

$ 196,884

20% Tax
Wittbeld

$ 3,000

3,219

3,442

3,666

3,887

10,98

4,295

14,467

4,606

$ 39,377

Net Savings
After

2D0% Tax

$ 12,000

12,878

13,770

14,665

1.5,546

16,393

17,178

1.7,868

18,42M

18,787

$ 157,507

Patrons'
Eq.Certif.

Redeemed

$ 4,690

5,440

6,33o

7,320

8,490

9,850

11,430

13,250

15,380

17,840

$100,000

Total Tax
and Ces..
Redeemed

$ 7,690

8,659

9,752

12,377

13,948

15,725

17,71.7
19,986

S 139,377

NetSavings
Retained

$ 7,310

7,43b

7,4,60

7,345
7,056

6,543

5,746

4,618

3,042

947

$ 57,507

Cumulative
Savings

Retained

$ 7,310

14,748
22,208

29,553

36,609
43,152

48,900

53,518

56,560

57,507

Cumultive Patrons' F4ti:Asa %
Amount of $100.0w0

$ 107,310

114,748

122,208

129,553

136,6o9

143,152

148,900

153,518

156,560

157,507

107.3

114.7

122.2

129.6

136.6

143.2

i48.9

153.5

156.6

157.5

Patrons'
Tax

Net SavingsZ

$ 3,000 t

3,219 >

3,442

3,66 Ili

3,8a7 "

4,098 t
4,295

4,467
4,60o

4,697

$ 39,377
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REVENUE ACT OF 1962

The CHAIRMAN. The next witness is Mr. William C. Blethen of
Northwest Independent Dairy Association.

Is Mr. Blethen present?
(No response.)
The CHAMMAN. The next witness then is Austin W. Carpenter,

Eastern Federation of Feed Merchants.
Take a seat, sir, and proceed.

STATEMENT OF AUSTIN W. CARPENTER, EXECUTIVE DIRECTOR,
EASTERN FEDERATION OF FEED MERCHANTS, INC.

Mr. CARPENTER. Mr. Chairman and members of the committee, I am
Austin W. Carpenter, Sherburne, N.Y., the executive director of the
Eastern Federation of Feed Merchants, Inc., which is a trade associa-
tion of 476 livestock feed manufacturers and retailers with business
operations in the States of New York, Pennsylvania, New Jersey,
Delaware, Maine, Maryland, New Hampshire, Vermont, Massachu-
setts, Connecticut, and Rhode Island.

The members of our association are independent operators at
country points throughout the Northeast. They have as competitors,
farmer cooperatives who engage in the manufacture and merchan-
dising of livestock and poultry feeds and many other farm supplies.
Our independent operators pay Federal income taxes on the earnings
of their businesses at the rate of 52 percent. Their cooperative com-
petitors pay no Federal income taxes, except in the case of the Coopera-
tive, Grange League Federation Exchange, which operates in New
York, New Jersey, and portions of Pennsylvania. In recent years this
cooperative has voluntarily paid Federal income taxes on most of its
earnings.

The great changes that have occurred in recent years in agricultural
operations, notably the size enlargement of livestock and poultry
operations, and the necessity that such operations be carried on at the
lowest possible cost, has brought about the necessity for the moderniza-
tioft of feed mills and plants that serve this new pattern of farming.
Notable examples of this is the need for installing new modern ma-
chinery and automatic mechanical facilities to replace the more costly
manual labor. Machinery for pelleting feed and equipment for the
bulk handling of feed are good illustrations of modernizing require-
ments.

Such modernization and addition of facilities requires large capital
investments. The cooperatives have the available capital built from
the earnings on which they escaped income taxes under the present
law, while their independent taxpaying competitors have not ben able
to build capital reserves from which to similarly modernize their
mills and plants.

Thus, the current tax law which exempts the cooperative businesses
from the payment of income taxes nullifies the constittktional concept
of equality of competitive opportunity.

The proposed Revenue Act of 192, including its provision for the
cooperative to withhold and pay to tlie Governmont 20 percent on all
patronage dividends, including unpaid allocation, would in practical
effect impose a 20-percent tax on the earnings of the cooperative. This
is a step in the direction of narrowing the tax favoritism ntw enjoyed

1909



REVENUE ACT OF 1962

by cooperative businesses as against their independent competitors--
but only a short step. -

Representatives of the cooperatives, we understand, are bringing
great pressure to bear upon your committee to delete the 20-peet
patronage dividend withholding provision of the bill. To do this
would make the law practically meaningless so far as equalizing even
to a small degree the tax treatment for proprietary businesses and
cooperative enterprises, We strongly urge the retention of the 20.
percent dividend withholding provision of the bill.

Our feed industry taxpaying people are. also deeply concerned
about the provision in the-bill whiich eliminates from taxation of the
cooperative all unpaid amounts allocated on the books to patrons
who have given a written consent to treat such allocations as income for
tax purposes, and to patrons who retain membership in the coopera.
tive in the face of a bylaw adopted by the cooperative which says that
they have consented to such treatment of the dividend allocations.

This provision of the bill brings into focus the fact that in 1951
Congress used a similar provision when it made certain changes in
the tax status of exempt farmer cooperatives.

In 1957 the legality of this provision of the 1951 law was tested in
court with the result that it was held illegal. The court found that
patrons of a cooperative do not have to take into account, for income
tax purposes, patronage dividends which have no fair market value
or moneys which they L not control and which they may never receive.

Currently there is a movement underway to merge many existing
cooperatives into a few gigantic units, which would expand their com-
petitive power aginst proprietary taxpaying competitors. This
makes it all the more important that in any changes made in the tax
law intended to equalize the tax burden between the cooperatives and
proprietary businesses, that the law be written to avoid all possibility
of its nullification by a court decision similar to that handed down in
1957. Now is the time to make sure that a law enacted to tax the
earnings of a cooperative either to the cooperative corporation or to
the patron member be bulletproof from the standpoint of legality.

To accomplish this the provision of the bill which eliminates from
the cooperative's tax base patronage dividends merely allocated on
the books of the cooperative to patrons who have given a written con-
sent to treat such allocations for tax pur oses or to members who have
retained membership in the face of a. by law which says that they have
consented to such treatment should be eliminated.

Thank you for the opportunity of presenting the viewpoint of our
members.

The CHAIRMAN. Thank you, Mr. Carpenter.
Any questions?
Senator WILLIAM S. Mr. Carpenter, I have a couple of questions.
First, is it the position of your group that all profits must be taxed

at some source?
Mr. CARPENTM. Correct.
Senator WItLAMS. In analyzing your testimony, it is my under-

standing that you are recommending that these be taxed by whoever
keeps those pr6fitMMr. CAMNTER. Correct.
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Senator WILLIAMS. If they are distributed to the patron, the tax
would be paid by the patron and they would not be taxed to the
cooperative?

Mr. CARPENTER. That is right.
Senator WLUAxS. But if the cooperative retains them, you feel

the tax should be paid by the cooperative ?
Mr. CARPENTER. And the important thing about it is that the phrase-

ology of the law be such that we do not find ourselves back in the
same position we are in now as a result of the 1957 court decision.

Senator WILLIAMS. Yes.
I agree with you on the importance of that, point, because I hap-

pened to be one in 1951 who raised the question of whether Congress
could tax the patrons or the farmers on something, on a piece of paper,
which had no value, and upon which they could not demand payment.
I fully agreed with the court decision, and I think we must take
that into consideration now because I question the right of the Con-
gress to tax on something which, unless it has a definite termination
date, is a bona fide transfer.

Thank you.
The CHAIRMANiq Thank you very much, Mr. Carpenter.
Mr. CARPEN RE. Thank you, sir.
The CHAIRMAN. The next witness is Mr. E. J. Putzell, Jr., of the

Monsanto Chemical Co.
Mr. PUTZELL. Thank you, Mr. Chftirman.
The CHAIRMAN. Take a seat, sir, and proceed.

STATEMENT OF EDWIN 3. PUTZELL, 3R., CORPORATE SECRETARY
AND DIRECTOR, LAW DEPARTMENT, MONSANTO CHEMICAL 00.

Mr. PUTZELL. My name is Edwin J. Putzell, Jr. I am corporate
secretary and director of the Law Department of Monsanto Chemical
Co. which, with its predecessors, has manufactured fertilizer ingredi-
ents for over 30 years. Today, with your kind permission, I appear
to testify with respect to the taxation of cooperative income.

At the outset, let me state that the fundamental principles reflected
in H.R. 10650, as they relate to the tax treatment of co-ops and patrons,
are sound--es far as they go--and are supported. While the bill's
provisions are definitely steps in the right direction, it is our firm
view, however, that such proposals are but the first step toward deal-
ing with the basic and fAr-reaching cooperative tax problem.

From the business and economics viewpoints, there is no reason why
the tax burden on co-op incOme should be less than on competing
organizations. Yet our failure to modernize fundamental tax con-
cepts as they relate to cooperatives has resulted in the inequitable
sitt nation where organizations operating as cooperatives, whose earn-
ngs go largely untaxed, do compete most successfully for customers

and sales with other organizations which pay a 52-percent tax on
their earnings.

Thebill now before thecommittee, H.R. 10650, which seeks to estab.
fish a single tax on the earnings of co-ops,,preserves the traditional
.methOd of cooperative financing by retiining earnings through the
issuance of paper (scrip) to its patrons. The bill also provides for
withholding by th6 co-op on patronage dividends, thus furnishing the

821 0 O-62--pt. 5-17
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patron with a means for paying his tax without being burdened with
raising the cash. As a result, the bill will, in effect, collect. for the
Treasury Department a 20-percent tax on cooperative retained earn-
ings which heretofore escaped tax.

However, we foresee serious legal difficulties arising from the bill's
provisions for taxation to patrons of the so-called face amount. of
scrip patronage dividends where the co-op charter or bylaws provide
that membership constitutes consent.

We respectfully suggest that the bill would be far more likely to
accomplish its intended purpose, and avoid the probability of
extended litigation, if it requires only annual written revocable con-
sent by the patron to take into his income the amount of the cooper.
ative's earnings allocated to him in the form of scrip, revolving fund
certificates or similar patronage dividends.

The provision that a patron shall have consented to be taxed if the
co-op charter or bylaws provide that membership constitutes consent
leaves to the individual no alternative but to report as income co-op
earnings which he has not received and may not receive for many
years, if ever. Inclusion in the bill of both the annual consent and
the bylaw provisions will result in only one situation: Obviously no
co-op management will seek annual consents if only by the simple
inclusion of the bylaw provision it can achieve the same end over a
period of many years into the future. Annual written revocable
consent would not only be reasonable, but would not force the patron
to resign rather than be taxed on paper having little or no value.
In many instances, a farmer has no choice but to remain a member
of a co-op as there is no other available facility to handle his produce.

In this connection I just saw a newspaper editorial which refers to
the bylaw provision as a union shop for farmers in such a situation
where in order to market his produce, he has got to work with and
belong to a cooperative which has such a bylaw requirement as pro-
posed by the bill.

We, therefore, believe that the original consent proposals contained
in the Ways and Means Committee print bill of last August should
be restored to H.R. 10650. They provided for a co-op deduction on
patronage dividends if paid in cash, scrip convertible quickly into
cash, or scrip which the patron by written consent agreed to include
in his taxable income. Such freedom of choice by the patron would
minimize, if not eliminate, the possibility of the effectiveness of the
co-op income tax provisions being set aside by subsequent court deci-
sions as was the case with the 1951 statute.

Now a word with respect to withholding taxes.. Provisions of the
bill relating to the application of withholding on patronage dividends,
as well as to other dividends and interest, are consistent with the long-
established principle of withholding on salaries and wages. In fact,
unless withholding applies to patronage dividends, the bill's effective-
ness in taxing cooperative income wouId be largely vitiated.

We therefore support withholding. However, we see no reason why
exemption from withholding should be granted to persons over 18
years of age who expect to make no tax payments. There was no such
exemptions from withholdmg on wages and salaries when the statute
was adopted some 20 years ago, even though its application to those
types of income is of far wider scope than that under consideration
touay.
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If, however, exemption from withholding on dividends and interest
be made available, the decision should surely not be left to the dis-
cretion of the taxpayer as to whether hel, in the language of the bill,
"reasonably believes that he will not be liable for the payment of any
tax."

The exemption as nowjproposed would, in our opinion, almost com-
pletely nullify the intended result of the bill's provisions for taxing
cooperative income. In a recent publication by the National Council
of Farmer Cooperatives, Mr. Homer Brinkley, that organization's

I executive vice president. was-quoted as citing data to the effect that in
_ 1958-59, 98 percent of all farmers had net farm profits, including co-op

patronage refunds, of less than $8,000.
Were such an individual at the beginning of the tax year to believe

that based on then-anticipated income and expenses, he would not be
liable for the payment of income taxes for that year, he would so
certify to the co-op as withholding agent and no withholding tax
would be applied to co-op earnings allocated to him in the form ofscrip. This would be true even though the patron had consented in
writing or by application of the above-mentioned bylaw provision, or
both.

In such a case, the allocated co-op earnings would be retained by it
free of even the 20 percent withholding tax and by April of the fol-
lowing year, the patron would have to find the cash within which to pay
income taxes on the scrip he had received were it to develop that he, in
fact, did have taxable income for the previous year.

It is therefore our recommendation that exemption, if any, from
withholding should be based on the expectation by the taxpayer of
taxable income in an amount less than a minimitin figure to be speci-
fied in the bill.

Earlier I referred to the situation where co-ops, largely tax-free,
compete for customers with corporations which pay a 52-percent
income tax. The bill properly would subject to tax by the co-op its
income from sources other than transactions with patrons. The diff-
culty is that the definition of such taxable income does not cope with
the changing pattern of cooperatives' activities, particularly those
commonly described as purchasing cooperatives.

The startling growth of co-op enterprises in this country is not
just the result of increased activity in the purchase of farm supplies
and sale of farm products. A large part of it is the product of the
entry of cooperatives into areas of activity which wide depart from
their traditional service functions. Nowhere is this departure more
noticeable than in their use of retained earnings for investment pur-
poses and in manufacturing, mining, and processing.

Today, as you know cooperatives own elaborate facilities to manu-
facture, to process an to can. They also own well-integrated nitro-
gen production plants, phosphate mines, and furnaces, oil wells, oil
refineries and oil distributing facilities. Many have investments in
the securities of other cooperatives or of taxlying corporations.

In all sudh cases, patronage dividends contain the element of profit,
either that attiibftable todirect ma nffactrintg, processing, or mining
activities or to the return on investments in securities or other types
of capital assets. Such extensive use of capital is a departure from
the' itorical concept of cooperative service activities.
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It is also, in our opinion, plainly designated as "unrelated business
activity" and income.

Congress has dealt with a similar situation. Certain charitable and
nonprofit organizations, exempt from Federal income taxes, had been
actively engaging in businesses competitive with taxpaying corpora.
tions. In the Revenue Act of 1950, income from such business ac-
tivities of charitable organizations was properly made the subject of
income taxation.'

It is in this unrelated business area where the co-op effort ceases to
be joint purchasing and selling and becomes the accumulation of capi-
tal, its joint investment, and the receipt of profits resulting therefrom.
It is also in the manufacturing, processing, and mining areas that the
competitive advantage of tax-free operation by the cooperative is most
marked.

Therefore, in the interest of equitable taxation and fairly broadening
the tax base, we recommend the inclusion in H.R. 10650 of provision
for the taxation on a current basis and at corporate rates of all co-op
earnings from unrelated businesses, including those which result from
manufacturing, processing, and mining activities, as well as from in-
vestment income, rents, and royalties.

Enactment of this proposal would be fair and just to all. Co-ops
could continue to enjoy their tax-free status to the extent of income
from transactions with or for patrons, and would be placed on a tax-
paying basis with respect to income received from mantifacturing,
processing, and mining activities pursued in direct competition with
taxpaying organizations. The co-op would then not enjoy an unfair
advantage over its competitors, and the tax burden would be more
evenly borne.

In closing, let me express my sincere appreciation for this oppor-
tunity to express my company's views on this important subject.

Thatik you.
The CHAIRMAN. Thank you very much, Mr. Putzell.
Senator Bennett.
Senator BENNE r. No questions.
The CHAIRMAN. The next witness is Mr. A. L. Reed, Public Infor-

mation Committee of the Cotton Industries.
Mr. Reed, take a seat and proceed.

STATEMENT OF A. L. REED, PUBLIC INFORMATION COMMITTEE
OF THE COTTON INDUSTRIES

Mr. RPEED. Mr. Chairman and gentlemen of the committee, my name
is A. L. Reed, and I am speaking for the Public Information Com-
mittee of the Cotton Industries, to which I shall refer as the committee.

We appreciate the opportunity to be heard on this important ques-
ton. W6 have it prepared statement, but I shall ask that t be placed

f"1he problem at which the tax on unrelated business income is directed here Is pii.
marily tb t of unfair competition. The tax-free status of these see. 101 organizations
enables them to use their profits tax 'free to expand operatibnb, while their competitor
can expand only with the pro ,ts relmaining after taxes. Also, a number of examples have
arises where these organia ois have, in effect, used their tax exemption to buy an
ordinary business. That is, they have acquired the business with no investment on their
own part and paid for it in installments out of subsequent earnings-a procedure wb4cb
usually Ioul piot be toilowed If the business were taxable" (H. Rlept. 2819, 81st Cong.,

2d sess., 26--8(~1Z 0)). I
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in the printed record and I shall briefly summarize it rather than
read it.

The CHAIRMAN. The complete statement will be inserted in the
ivecord at the end of your oral presentation.

Mr. REED. Thank you, sir.
The cotton industries consist of the cotton gins, cotton warehouses,

cotton compresses, cotton merchants and cottonseed oil mills and, of
course, the cotton spinning mills, but the cotton spinning mills are not
members of and are not associated with our committee.

Our committee is a rather informal organization brought together
in 1954 following the court decisions which invalidated the intent of
Congress in the 1951 act.

Senator BENN;ETT. Mr. Chairman, may I ask Mr. Reed a question at
thispointI

Mr. RFm. Yes, sir.
Senator BENNETT. Are there any cooperative cotton spinning mills?
Mr. REED. I know of none.
Senator BENNETT. Thank you.
Mr. REED. The President, in his Federal tax message of April 20,

stated:
Contrary to the Intention of Congress substantial Income from certain co-

operative enterprises -reflecting business operations Is not being taxed either
to the cooperative organization itself or Its members.
I am appearing here for fully taxed competing business in cotton

ginning, warehousing, compressing, and oil extraction, and I wish to
say that listening to the witnesses for the cooperatives yesterday, I
was impressed by the confusion which they created in talking about
small marketing agencies.

The difficulty in this co-op tax matter arises out of the fact that
cooperative corporations have broadened out and gone far beyond
mere marketing, of the products of the farmer, and engage in proc-
essing, manufacturing, warehousing and other fields of industry.

H.R. 10650, in our opinion, does not eliminate the unfair competi-
tive situation referred to by the President. It if anything, increases
competitive difficulties of taxpaying competing industries. it attempts
to dignify cooperative corporations tax dodging by imposing, in
theory, on their patrons, taxes on earnings retained by these wealthy
cooperative corporations for their sole use and benefit, and the de-
struction of their competitors.

The effect of any act of Congress, of course, depends upon the
facts. We spent about 18 months investigating the facts concerning
the cooperative organizations in the cotton industries as compared
with the taxpaying organizations.

We reduced the results of our investigation, which covered some
0,500 documents, to 2 small volumes. I believe your staff expert, Mr.
Stsfm, has copies of them. If he does not, I have a few left. I think
he has these. I have a few copies left that I will deliver to him, if
he does not already have them.

These documents illustrate the type of investigation we made and
the facts which we developed. I

The facts involved in the application of the law will be found in
these volumes.
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Our investigation covered six concentrated areas, and if you will
glance at the small map I have had placed before you, you will see
three areas in solid black and three areas circled in black.

(The map referred to is made apart of the record and is retained
in the committee files.)

Mr. REw. The first area on the map is in the Mississippi Valley;
the second small area in the center of the map is in the Texas Plains
area; the third solid black area is in the San Joaquin Valley of Cali.
fornia.

The first of the three circled areas is in the Lower Rio Grande Valley,
the second one is in New Mexico and in the Texas Upper Rio Grande
Valley, and the third one is in the Pima County area, in Arizona.

These six concentrated areas contain 29 percent of the cotton farms,
But they produce 50 percent of American cotton.

These are the areas, not of small, but of big farmers. But they
contain 86 percent of the cooperative cottonseed oil mills, 88 percent
of the cooperative compress companies, and 50 percent of the coopera.
tive cotton gins.

To illustrate the point, in the entire State of Georgia, where you
have small cotton farms and small production performed, there are
only seven cooperaitve gins. There are 471 taxpaying cotton- gins.
There are no cooperative cottonseed mills providing those farmers
with a market for their cottonseed.

Cooperative corporation promoters look to areas of big farming
operations for their industrial processing and storage areas.

Do you know where the Georgia marketing cooperative organiza-
tion went to build a gin with the money of the farmers of Georgiat To
Pima County, Ariz., where there are large farms. One of them, for
instance, is getting some $250'000 in a year out of farm support money.

In these six concentrated areas on that map you will find the great
majority of your large acreage farms, your wealthy landowners, and
your big profit cooperatives.

In a news release by the Departemilt of Agriculture some time ago,
it was stated that one-third of our farms received nearly all of our
price support money and that one-fourth of the cotton farms received
three-fourths of the acreage allotments. These farms, this money, and
these cooperatives are similarly concentrated.

The Staple Cotton Cooperative Association of Mississippi Valley,
in the first black mark on that map, from the latest figures that we
have, which are August 31, 1-956, has a net worth of $5,806i000.

Three of its officers and six of its directors have a net worth of
$4,875,000.

One member controls 38,000 acres of land in the Mississippi Delta,
and has a net worth of $3,583,000.

This Staple Cotton Co-op Corp. of Mississippi owns a fertilizer
plant at Gulfport, Miss. It owns a discount corporation with assets
of some $3 million. Its members and officers are associated with the
Farmers Supply Cooperative that-distribUtes autOth5bile tires, oil, gas,
fertilizer, and other commodities, not just to the farms but to Aty-
body who will come along ard purchase from them.

;ow,, the Texas plains area, the little black mark in the center of
the map, contains 2 percent of the cotton farms of America, 'but it
produces from 15 to 20 percent of the cotton produced in America.
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Cooperatives have been expanded spectao0laly-to the destruction of
their tax-burdened competition.

In that area in 1937 there were only 32 cooperative 'otton gins.
Today there are 140 handling nearly 40 percent of the production.

In 1937 there were no cooperative compresses in that area. Today
the largest inland compressing plant in America is located in that
area at Lubbock, Tex. with an investment of $6,200,000.

In 1937 there were no cooperative oil mills in that area. Today there
is the largest oil mill in the country located there owned by a coopera-
tive corporation with an investment of $6,700,006. Its operators have
how announced for 1962 an expansion of $3 million, which will give
it almost double capacity and an investment of $10 million.

Who owns these compresses and this oil mill? You have heard some
testimony here about the little farmer owns cooperatives and how
you must take care of him. Who in fact owns these big business
cooperatives I am discussing?

Cooperative corporations in the area own these 140 gin plants and
these cooperatives are the owners of the oil mill and the compresses.
In fact, the bylaws of the oil mill and the compresses provide that
the farmer cannot be a member.

The combined investment of these cooperative organizations in
that little, small concentrated area of cotton gins, cottol.seed oil mills
and cotton compresses, was $40 million, with an annual income in ex-
cess of $6 million per annum.

What type of men are interested in this multimillion-dollar unincor-
porated industry? We investigated their directors.

Seventy-six oi the directors had a net worth of around $100'000;
78 of their directors owned and controlled 61,354 acres of this land.
If it is worth a dime it is worth $400 an acre; 73 directors had a total
annual income in excess of $2 million. One man in the group had
a net worth of $750,000. They are the beneficiaries of the income
tax treatment of cooperative corporation profits.

In the interest of time and showing how they operate, I shall use
only the oil mill. The cooperative cottonseed oil mill located at Lub-
bock in its operations clearly shows the effect of an income tax exemp-
tion to a purely manufacturing business enterprise-and that is
all it is.
In 1938 the cooperative gins in that area formed an oil mill coopera-

tive which purchased a secondhand oil mill for $125;000. In 1958 its
net worth was $4 million; in 1961 $6,732,000, with an announced ex-
pansion of $3 million, making it approximately $9,732,000-all owned
by the cooperative gin corporations.

Its an rual earnings have expanded as its investment has grown.
In 1060 it earned $1,394,000 profit; in 1961 it earned $1,864,000 profit.

In its entire history it has never paid -one dime of income taxes.
I delivered to.the chairman of the House Ways and Means Com.

mittee its own audited report showing that it had never paid any
income taxes.

Let us compare this plant with the largest independent taxpayiig
plant owned by. Anderson-Clayton Co. Int fact, there were seven
such plants; some of them have since closed. But I took 5-year earn-
ings of these fully taxed plants and added them together so that there.
ould be no appearance of good and bad years.
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Their total earnings for 5 years were $4,469,000, and they paid the
Government $2,296,000, or 51 percent in income taxes.

Only what they had left after these income taxes was available
for dividends, reserves, and for reinvestment in their facilities.

The cooperative plant right along beside it, the same 5 years, had
annual profits of $5,644,000, on which they did not pay a dime in
income taxes. How long can the tax-burdened cop etitor of this
untaxed corporation compete with it for the raw product and in the
distribution of its manufactured commodities?

Its tax-free retained earnings afford the cooperative a destructive
and competitive advantage.

In 1939 the cooperatives purchased 15 percent. of the cottonseed in
this area. In 1961 they purchased 48 percent of it; with a $3 million
announced expansion they can presently take over practically the
entire business.

The same success story based on tax excape can be told to you
about the cooperative compress. It started from zero in 1948, and
today has an investment of $6 miion, with an annual income ranging
around $1,200,000

Now, how io these wealthy cooperative corporations retain these
earnings tax-free? This is important, I thiik, in order to understand
whether and how H.R. 10650 will operate.

Using the oil mill'and its gin owners as illustrated, the oil mill issues
preferred stock as dividends to its oil mill owners. It covers all of its
earnings with this issue along with some cash. The total amount is
deducted or excluded from gross income for income tax purposes.

The cooperative gin, in turn, receives the oil mill profits, the com-
press profits and its own profits, and distributes them to the farmers,
some in cash, much in scrip.

1 have an original piece of scrip issued by a cooperative in 1951,
and I have presented you with a photostatic copy of it. This was
issued in 1951 and has not been paid to dtite. The scrip means that
the cooperative kept the money and expanded its facility. In fact,
this gin went into the grain elevator business with the retained earnings
out of its cooperative corporation activities.

This kind of no market value paper is what they are asking you to
tax the farmer on, this piece of paper that he got in 1951-and still has.

The Secretary of theTreasury stated that this kind'of paper has been
floating aroundon an average of.from 9 to 10 years.

Various types of paper are issued by these organizations from
stock and other certififeates to simp-ly a letter stating "We have
credited your accotit with m dolhirs '-but you can't get it until the
co-op decides to pay it.

Take a look at what has happened to the profits of the oil mill. Their
own statement on June 30, 1961, shows that-the profits of the oil mill
are evidenced by paper held by the cooperative gin corporations in the
form of preferred stock, and that they had $5,297,000 of such paper
allocations, some dAtiflg baok to 1955.

This money was retained out of earnings by the oil mill and used
for the expansion' which we have just described. I want to give ou
an illustration of how and why one of our customers, the South Gin 1
Corp. of Brownfleld, Tex., "went co-op". It was a taxpaying gin cor |
poration owned by 19 farmers, with an excellent fihanial rating. |
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In February 1961 it converted to a cooperative. When we called
and asked them why they deserted Us, they stated that it was a matter
of arithmetic; that as a cooperative they would get co-op oil mill
profits, co-op compress profits, co-op gin profits, and co-op marketing
association profits, and that they could retain those profits tax-free
until the cash actually reach the individual farmers. They cover
these earnings, with scrip and pay no taxes on them.

- Now, farm cooperatives tell you that you should tax everybody but
- them. They point out to you the farmer. But I want to tell you that

the farmer who receives this document is so far removed from the
control of the earnings of these cooperative corporations that I do
not believe any court in the land would hold it to be income taxable
to him.

Listen to this. The cooperative oil mill, by law, section 5 or article
V, section 1, states that only gin co-ops can be its members.

Article VI, section 2, says that 'it may issue preferred stock asdividends.
Article VI, section 7, provides that the retirement of the preferred

stock so issued as dividends rests in the sole discretion of its board of
directors.

Article VIII, section 2, provides that its profits thus retained tax
free may be used in the discretion of its board for any necessary
purpose.

Could a coUrt hold that the recipient of this no-market-value piece
of paper, has by its receipt obtained income, or has any rights to
demand anything in payment of it or out of the profits of the co-
operative corporation which issued it? a

H.R. 10650 ignores the facts dealing with the practical operation of
cooperative organizations. It ignores the findings of the courts in
the Long Pnultr case and in the Carpenter case, that in order to be
income the recipient must have a fixed and unconditional right to
demand payment.

I would like to suggest to the committee that the present law pro-
vides that all indivitals shall ineltde their income in their annual
income tax statement.

The addition of the provisions in H.R. 10650 that the farmer shall
report a piece of paper like this as income because of a co-op's bylaw
provisions does not really change the situation. It still is a question
of whether or not it constitutes taxable income.

The key provision to the proposed Revenue Act of 1962 is the one
which periits the deduction from the cooperatives' gross income the
cooperative qualifiedd allocations of that income. Scrip such as I
have presented to you before it becomes a "qualified allocations' when
consented to in writing or where the proposed "bylaw consents" covers
it.

The farmer who receives it thus "consents" to include it in his tax-
able income, but that does not give him any rights with respect to it,
which gives it the ftndamental character of income.
It should be noted thAt the proposed law does not state that the

cooperative corporation canntdt deduict this dptiment from gross if no
taxes are paid. It simply says that the cooperative can deduct it from
gross if consent can be obtained from the farmer in writing or
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forced upon the farmer by including a set or words in the bylaws of the
cotton gin and notifying him.

We propose that the bill -be amended by eliminating from section
1382 all deductions from gross income except dividends, patronage or
otherwise paid in cash, and allocation of dividends which shall be
made by documents that state the dollar amount to be interest bearing
and have it fixed date of maturity no greater than 3 years.

In the alternative, we most earnestly appeal to you to put some.
thing of this nature in the act as follows:

Should it be determined by any court having jurisdiction that any patronage
or other dividends not paid In cash by the cooperative corporation is not taxable
Income to the patron, member or recipient, its deduction from gross Income shall
be disallowed to the cooperative corporation atd the resulting tax shall be
assessed against the cooperative corporation within 1 year after such determlna.
tion becomes final.

The Secretary of the Treasury was asked what he thought of a
provision of this character, and he said he thou ht it would be fair.

Certainly, if what they have said to you here their testimony.that
they want to pay one tax, they should have no objection to a provision
in the law which would see that somebody did pay a tax on these
fabulous earnings.

rn coneliding, Mr. Chaiman, I must add in response to an opinion
expressed this morning that retaifted co-op earnings can be consti.
tutioIally taxed to its patrons, that this is based on the same funda-
mental error which the Supreme Court ascribed to the Government in
Y, ,ne v. AfeComber (252 U.S. 189) when the Court stated:

Throughout the argument of the Government, in a variety of forms, runs the
fundamental error already mentioned-a failure to appraise correctly the force
of the term "Income" as used in the 16th amendment, or at least to give practical
effect to it. Thus the Government contends that the tax "is levied on income
derived from corporate earnings," when in truth the stockholder has "derived"
nothing except paper certificates which, so far as they have any effect, deny him
present participation in such earnings.

The partnership antlogy of taxing a partner on earnings which are
not presently distributable, under the partnership agreement was shown
by the Cout in this case, to 'be false when applied to corporations.

The Court stated (p. 914):
*** we cannot disregard the essential truth disclosed, ignore the substantial

difference between corporation and stockholder, treat the entire organization as
unreal, look upon stockholders as partners, when they are not such, tteat them
as having In equity a right to a partition of the corporate assets, when they
have none, and Indulge the fiction ,thit they have realized a share of the profits
of the company which in truth they have neither received nor realized. We must
treat the corporation as a substantial enitity separate from the stockholders, not
only because such Is the practiMc fact but because it is only by recognizing such
separateness that any dividend--even one paid 'in money or property-can be
regarded as Income of the stockholder.

ThIlik you very much, sir.
The CHAIRMAN. Thank you, Mr. Reed.
(The prepared statement of Mr. Reed follows:)

STATEMENT PRESENTED FOR TiE PUBLIC INFORMATION CO)MIrEE OF TRE (0Io1o
INAtrSTRIES

Mr. Chairman and gentlemen of the committee, my name is A. L. Reed. I
reside In Dallas, Tex., and I am a retired attorney at law. I am appearing for
the Public Information Comflittee of the Cotton Industries, which I shall bere
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inafter refer to as "the Public Information Committee" or just "the committee."
I am appearing as a member of the committee.

The cotton industries consist of the following: Cotton gins, cotton warehouses,
cotton compresses, combination compress and warehouse facilities, cottonseed
oil mills, the spinning mills and the cotton merchants. There are no cotton spin-
ning mills associated with the Public Information Committee. Its headquarters
are maintained at 1211 South Brighton Street, Dallas, Tex. Mr. Leonard Oal-
houn, 412 Washington Building, Washington, D.C., is its attorney. The
committee was organized in November 1954, for the purpose of obtaining a
correction of the situation which followed, because the 1961 Revenue Act failed
to exact, as intended by Congress even one tax on cooperative business income.

L THE TAXPAYING MEMBERS OF THE OMTON INDUSTRIES ARE CONFRONTED WITH A
REAL AND DESTRUCTIVE TAX DISCRIMINATION

The President of the United States in his message to Congress April'20, 1081,
on our "Federal Tax System," stated the facts confronting thb independent
taxpaying cotton industries which resulted from'the income tax discrimination
in favor of the cooperative industries of the Nation. We quote a significant
paragraph from his message:

"Contrary to the intention of Congress, substantial income front certain co-
operative enterprises, reflecting business operations, is not being taxed either to
the cooperative organization itself or its members. This situation must be
corrected in a manner that is fair and just to both the cooperatives and compet-
ing businesses" (p. 14, vol. 1, May 1901, hearings, Committee on Ways and
Means of the House of Representatives).

It seems incredible that Congress has enacted legislation taxing charitable
institutions and has at the same time permitted these wealthy cooperative
business organizations to go tax free.

I. THE SOURCE OF OUR TROUbLES-RETAINED TAX.FREE EARNINGS OF COOPERATIVE
ORGANIZATIONS

The present provisions of the Internal Revenue Code provide, as to farm
cooperatives, that dividends, paronage or otherwise, may be paid either in cash
or by certificates of indebtedness, letters of advice, etc., so long as such docu-
ments disclose the dollar amount of such dividends. The intent of Congress
with -the passage of the 1951 Act, as expressed in the report was that the
patron or owner of the cooperative organization would -be reqtilred by law to
pay -taxes on these certificates or letters of advice so long as they stated the
dollar amount credited to the account of the patron or owner. There was of
course no difficulty whet payments were in cash. Exhibit F attached hereto
is a sample of the type of paper issued by a cooperative organization under
the present law (see note). It was issued during the 1961-2 cotton season to
a producer of cottonseed and cotton in the Quanah, Tex., area, and the amount
of $34.65. It has not been paid up to date (March 30, 1902). In other wofds,
this cooperative organization retained its earnings tax free which resulted
from the patronage of this farmer for more than 10 years. It has reinvested such
ernings in the expansion of its facilities in the Qudihah area. At 4 percent
Interest -this money wftild have cost any other corporation $13.86; but this
cooperative retained it tax free and without interest costs.

NOTE-There are many varieties of this paper distltition including every-
thing from fixed-interest preferred stock on down to simple letters stating "we
have credited your account with X dollars."

The earnings of the cooperative corporations are retained tax free for an
Average of 0 to 10 years before the scrip now held to be nontaxable, is redeemed
by the cooperative orgafilzatlifs (exhibit .7, p. Z attached to the statement
of the Hon. C. Douglas Dillon, Secretary of the Treasury, before the House
Ways and Means Committee, 1961 hearings, vol. 1, p. 225). Because the law
permitted the cooperative organization to deduct the $34.65 from gross receipts
(exhibit F) that organization did not pay income taxes on it. The recipient of
this piece of paper did not pay income taxes because he received no money or
rights to demand payment at any time.

This entire matter has been reviewed by the Federal courts In several cases,
the two leading ones are the Long Poultry Farm, Inc., case (249 Fed. 2d 726),
by the fourth circuit and the Carpenter case (219 Fed. 2d 635). The two
over the accrual and the cash basis of computing income taxes. There were
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several other cases reviewing the authority of Congress to tax the recipient
of this method of distribution of profits. The Supreme Court denied certiorari in
one case (350 U.S. 1013). Subsequently, the Secretary of the Treasury canceled
all efforts to collect taxes on this method of distribution of profits, either from
the cooperative organizations, the members or -the patrons. At the 1958 hearing
before the House Ways and Means Committee (vol. 1, p. 1098), Hon. Robert B.
Anderson, then Secretary of the Treasury, testified as follows:"We have already called to your attention the fact that a series of court
decisions have made largely ineffective the 1051 legislation which was intended
,o assure that all cooperative Income would be taxed either to the cooperative
or to Its members as It was earned.

"The Treasury rulings under which all patronage refunds in the form of
certificates were held to be taxable at their face value, which were assumed to
be valid at the time of the 1961 legislation, have been held Invalid where the
certificates do not have a determinable market value. Thus, it Is possible for the
cooperative to receive a deduction in computing Its taxable in ome, while Its
members are not taxable on the certificate they receive."

III, TItE COOPERATIVE ORGANIZATION QVIOKLY SEIZED UPON THEIR TAX ADVANTAGE
AND RAPIDLY EXPANDED THEIR FACILITIES AT THE EXPENSE OF AND TO THE COM-
PETITIVE DISADVANTAGE OF THE TAXPAYING COTTON INDUSTRIES

Attached hereto is exhibit A. It Is a small outline map and I have had one of
these placed before you. Cotton is regularly produced in 14 States, extending
along the southern part of the United States from Virginia to California. On
the map before you there are three blacked-out areas, and three areas circled
in black. The first solid black area is the Mississippi Valley. The second
solid black area Is the Texas plains area. The third blacked-out area Is gen.
erally referred to as the San Joaquin Valley of California. The circled area
at the bottom of the map Is the Lower Rio Grande Valley In Texas; the next
one Is the Upper Rio Grande Valley located in Texas and New Mexico. The
third circled area Is the cotton producing area in Arizona, primarily Pima
county.

Twenty-nine percent of the cotton farms are located In these six small areas.
They produce 50 percent of the U.S. cotton crop. These six areas contain 86
percent of the cooperative cottonseed oil mills 88 percent of the cooperative com-
press companies and more than 50 percent of the cooperative cotton gins. To
Illustrate the point, in the entire State of Georgia, where there are only small
farms with small production per farm, you will find only six cooperative cotton
gins and no cooperative cottonseed oil mills. In these six concentrated areas,
you will find also the large-acreage farmers and the wealthy landowners. In a
press release issued some time ago by the Department of Agriculture, concern-
Ing price supports and acreage allotments, It was stated that about one-third of
our farms account for nearly all of the price-support outlays and one-fourth
of the cotton farms have three-fourths of the cottdh acreage allotments. These
facts show the concentration of the production In the hands of the large and
wealthy producers. In a like manner the ownership of the cooperative corpora-
tions Is also concentrated In the hands of these large and wealthy producers
of eottbn.

The Public Information Cofmittee investigat6d the operations of the coopera.
tive organizations In all six of the areas shown on this map. We presented
our studies to the House Ways and Means Committee at the 1958 hearing In
two volumes. Volume I was an atifilystsof the fitcihelal statements which we
had gathered, comparing -the cooperative corporations, their income and volume,
with the Income and volume of the Indepehdent taxpaying cotton Industries.
Volume I contains Illustrations of the finanelil stAtemenits anldo6ther data relAt-
Ing to, or investigation. These two volumes were not incorated in the record
of the House Ways and Means Conlttee, but they were made a part of the
record by reference. Wo do not ask that they be made a part of this record, but
we do offer them to the staff of this committee so that they may see the details
of the investigation we made.

Time does not permit discussion of the details of our investigation with respect
to all six of these areas. We have selected the Texas plains area, as Illustrative
of all six areas. It Is the small solid black dot In the center of, the map.

These cooperative organizations In the six concentrated areas shown on this
map are not small business. For Instance, before giving you the facts concerning
the Texas plains area, we call your attention to the first solid black area, gen.
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a erally known as the Mississippi Valley. It contains the finest and most prodUc-

tive cotton acreage in all of the United States. It is here that you will find your
large cotton plantations. The Mississippi Valley also contains some of your
largest and most wealthy farm cooperative corporations. For instance, the
Staple Cotton Cooperative Association of Greenwood, Miss., at the end of its
fiscal year 1956 (the latest year available to us) had a net worth of $5,800,000.
One of its members owns, controls, and/or farms 38,000 acres of the finest land
In America. This one member has a net worth of $3,583,000, as of the same
date. Three of its officers and six of its directors, nine men, have a net worth
of $4,875,000. In addition, these key men are linked with the Farmers Supply
Cooperative and engage in many lines of business, such as automobile tires, oil,
gas, fertilizer, and many other commodities.

We call attention to these items in the Mississippi Valley so that you will
understand that we have not selected the Texas plains area as being anything
other than the same type of operation to be found in all of these concentrated
areas.

IV. COOPERATIVE EXPANSION IN THIE TEXAS PLAINS AREA IS ILLUSTRATIVE OF THE RAPID
EXPANSION MADE POSSIBLE BY RETAINED TAX-FREE EARNINGS

In 1937 there were 32 cooperatives gins in the Texas plains area; there were
no cottonseed oil mills and no cotton compresses and warehouses. Today (1962)
there are 140 cooperative cotton gins in the area; 14 of these were erected in 1901,
and, in addition, the cooperative corporations purchased 10 taxpaying independ-
ent gin plants, thus expanding their operations by 24 gin plants in 1961. For
1982 there are 18 new cooperative gin plants scheduled either for erection or
purchase from present independent owners of gin plants. Today the Texas
plains area has one of the largest compress and warehouse facilities in the
Nation located at Lubbock, Tex., and the cooperatives in this area have an
additional compress and warehouse facility at Plainview, Tex. Today the co-
operatives own and operate at Lubbock, Tex., one of the largest cottonseed
oil mills in the Nation. It probably exceeds the capacity of any oil mill in the
Cotton Belt.

Exhibit E attached to this statement contains two letters, one from Mr. Roy
B. Davis, general manager of the Plains Cooperative Oil Mill and one from
Hr. Clarence Davis, manager and secretary of the Littlefield Farmers Cooperative
Gin. These two letters explain their method of operation, and while they
contend, contrary to the statements of the Secretary of the Treasury, and con-
trary to the findings of the Federal courts, that the farmers paid taxes on
allocated earnings, the statements contained in the letters clearly show their
methods of retaining, tax free, the earnings of large and profitable corporations.
Obviously, if the farmers voluntarily paid taxes not required of them by law,
there could be no objection to a provision in the law which would insure that
either the cooperative corporation or its members and patrons do pay income
taxes.

The purpose of attaching the two letters to this statement is to show the
method of operation, from the statements of the cooperative operators themselves.
It will be noted that In 1037 the 32 cooperative gins in the Texas plains area
organized a cooperative corporation and purchased a cottonseed oil mill valued
at $125,000, Since that period it has been expatided and enlarged so that in
February 1958, it had a net worth of $4 million. It should be particularly noted
from these two letters that the gin cooperative corporations own and operate
the cottonseed oil mill and the cotton compresses. These two key organizations,
the oil mill and the compresses, are not owned directly by the farmers. The
gin cooperative corporations are owned directly by the producers.

Exhibit D attached hereto contains a statement listing the owners of the
cooperative oil mill of Lubbock, Tex., together with the amotint of the preferred
stock which they hold in that facility. It should be noted from exhibit E that
In February 1908, the net worth of the oil mill was approximately $4 milib6,
and it should be further noted from exhibit D that on June 30, 1961, the gin
cooperative corporations owned $5,297,000 of the capital stock of the Plains
Cooperative Oil Mill. In other words, there was an expansion of this facility
through the method -fnd means of retained tax-;ree earnings represented by
the preferred stock issued by the oil mill to the gin cooperative corporations.

As stated in exhibit H the gin corporations (not the oil mill or the compresses)
passed some-of these dividends of the oil mill and the compress on to the farmers
In the form of cash and the remainder in the form of scrip or letters of credit.
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It is contended by Mr. Clarence Davis in exhibit B that the farmers paid
income taxes on the scrip. If they did they are entitled to a refund. The
point we make here with respect to exhibit D is that the earnings of the oil
mill and the compress were retained and preferred stock issued to the cotton
gin cooperative corporations to cover these earnings. Some of the capital stock
listed in exhibit D extends back to the 1955 operations of the cottonseed oil mill
($554,842.80).

In exhibit C attached hereto we show the tons of cottonseed produced in the
Texas plains area and the tons purchased by the cooperative oil mill at Lubbock.
It should be noted that in 1939 this oil mill purchased 15 percent of the pro.
duction of the Texas plains area. In 1961 it purchased 43 percent of the Texas
plains production; In the meantime the plains production had increased from
118,000 tons per annum to 765,000 tons per annum.

The tax-free retained earnings have resulted In the closing of the Independent
taxpaying cottonseed oil mills at Slaton, Plainview, Brownfield, and Little.
field-'-all In the Texas plains area. There are now only three such oil mills,
other than the Cooperative, left in the Texas plains area.

In exhibit B we have reproduced the public announcement of the Plains
Cooperative Cottonseed Oil Mill of Lubbock, Tex., of an expansion program
of $3 million in Its plant at Lubbock, practically doubling its capacity.

The cooperative method of operation involves the control of the cotton pro.
duction, the marketing of cotton, cottonseed distribution, the warehousing and
compression of the cotton through-the cotton gin. The cotton gin is the machine
that makes cotton a merchantable commodity and creates the supply of cotton.
seed for the oil mills. Through the cooperative cotton gins these vast cooperative
operators in the Texas plains area are gradually establishing a monopoly of the
cottonseed business, the marketing of cotton, the cotton warehouse and compres.
sion business, and the cottonseed oil mill business. FrOm a small beginning of 82
cotton'gins In 1987 these cooperative organizations now have an investment of
approximately $40 million In the small concentrated area and a net Income of
approximately $8 million,per annum.

The Plains Cooperative Oil Mill, which is shown by exhibit D to have out-
standing preferred stock Issued as dividends to Its cooperative gin cooperative
owners of $5,297,000 as of June 30, 1961, Is shown by Its financial statement
of June 30, 1961, to have a total value of $6,732,000, to which announced plans
(exhibit B) for expansion will add $3 million.

The earnings of the Plains Cooperative 1il Mill for the year ending June 30,
1061, were $1,364,664. It had net earnings for the year ending June 80, 1960,
of $1,394,739; its admitted value at that time was $6,261,282. This wealthy
cooperative corporation has never paid one dime Income tax to support the
heavy Federal Government budget. We are only asking Congress to collect one
tax from it, either at the corporate level or the member level, while we pay
double taxes--both on the corporate earnings and on dividends paid out of those
earnings.

Exhibit E attached hereto contains the statements of the Cooperative Oil
Mill's general manager, telling you precisely how these earnings were distfib-
uted to the cooperative cotton gin corporations which own the oil mill. The
method used is to Issue preferred stock to the cooperative cotton gin owners. As
of June 80, 1957, these owners held $3,056,830 of the capiotAl stock of the oil
mill. This did not include the capital stock distributions of the compresses and
other interests owned by the cooperative corporations in the Texas plains area.
Note how closely these ho1diligs of the capital stock .balanced with the $4
million referred to as the plaint investment In the letter exhibit E attached
hereto.

As of June 30, 1961, these same cooperative cotton gin owners held $5,297,J95
of the preferred stock issued by the oil mill to cover its earnings. In other
words as the capital inVestment increases and as expansion takes place in the
oil mill, capital stock is issued and deducted from gross income, under the
present income tax laws. By this method, the oil mill cooperative corporation
channeled its earnings tax free into the plant and facility which it is operating
at Lubbock, Tex,

In exhibit E, particularly the letter from Mr. Claren~e Davis, manager and
secretary of the Littlefield Farmers Cooperative Gin, you will fid how the
earnings of the cotton gin and the oil mill, plus the compresses are distributed
to the farmers, members, and patrons of the cooperative organization. To use
the language of Mr. Davis:

k - _ 4 JLW
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"We allocated to our patrons on a patronage basis 100 percent of these net
margins."

fle further states:
"To the best of our knowledge and belief all of our farmer patrons included

the full amount of these patronage allocations in their incomes and paid
Income tax thereon."

Exhibit F attached hereto illustrates the method of allocation. If taxes
were paid on any allocations, then the farmers are entitled, according to
the Secretary of the Treausry, to a refund of the amounts paid. We do not
doubt that some farmers have paid taxes on this paper by mistake or error.
What we do say Is, however, that they are not required by law to do so and
since these cooperatives are contending that members do pay the taxes on the
co-op earnings certainly they are in no position to object to a valid act of
Congress which will require all patrons, members, and owners of cooperative
eorporations to pay their fair share of income thxes.

It is particularly significant that neither officer of the cooperatives-oil mill
or gin--came forward with any evidence that anyone had paid any income taxes
on any part of their fabulous retained earnings, distributed only by certificates
or other means of retention. There is, of course, no question raised about earn-
lngs distributed in cash.

What these cooperative corporations have done with these retained tax-free
* earnings is shown by the expansion in the Texas plains area. The cooperative

oil mill at Lubbock from a small beginning in 1939 expanded to the point where
It purchased 43 percent of the production of cottonseed in the Texas plains area
for the year ending in 1961, There is now in progress (exhibit B attached
hereto) an additional $3 million expansion of that plant. Since 1937 the gin
plants of the cooperative organizations in this small area have been expanded
from 82 to 140 plants. There was a like expansion of the combination com-
press-warehouse facilities. For Instance, the cooperative compress at Lubbock
recently increased its capacity by the erection of 18 new warehouses of 50,000
square feet each, at a cost of $1 million. These warehouses were completed
for use in the receiving of cotton for the 1961-62 season. Here follows the bales
received and the earnings for 12 years, since its erection, not including the
161-62 cotton season, of the Farmers Cooperative Compress at Lubbock, Tex.

Bales received and earnings for 12 years of operations

Season Bales Earnings Season Bales Earnings
received received

19-49 ............... 78,164 $48,099.94 1955-6 ............... 270,914 $528,11& 02
I4-50 ............... 173,329 163 040.88 195-57 ............... 345,098 505, 723. 21
10-51 ............... 125,991 119,767.65 1957-58 -------------- 351,266 662,659.38
101-52 --------------- 190, 69 173, 33.36 1958-69-------------- 446,07 1,045,038 46
1952-53 ............... 247, 594 309,492.50 1059-60 ............... 424984 782,674.07

-54 ............... 192,339 262,'03. 99 1960-1 ............... 485,087 07077.70
19N-5 ................ 270,662 457,700.65 1961-62 ................ 750,000 (2)

'Estimate.
*Not available.
In addition to the Lubbock plant of this cooperative organization there is

an additional cooperative compress at Plainview, Tex., which received approx-
imately 150,600 bales during the 1961-62 season, making the estimated total
for that year 900,000 bales out of an estimated production of 2,500,000 bales.
The remainder of the prodttlon was distributed between the 25 compresses
and 18 warehouses located in the Texas plains area and operated by taxpaying
organizations. Since 1949 the cooperative compress organizations have expanded
to where they are now handling 36 percent of the prodution in the Texas
plains area.

V IN THE TEXAS PLAINS AREA THERE IS A $40 MILLION COOPERATIVE CAPITAL STRUC-
TURE WITH ANNUAL NET INCOME FROM $6 TO $8 MILI, ON, ALL FINANCED Ti1tOUol
THE CERTIFICATE METHOD OF ALLOCATING EAtUNINGS,

In the Texas plains area, the small black dot in the center of the mapbefore
you Includes 21 counties, 19 in Texas and 2 in New Mexico. There are 140
cooperative gins active and in operation In that area. We do not have possession
Of their financial statements as of today, but they have an approximate valtia-
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tIoh of $25 million with an annMulnet income of approximately $5 million. The
Plains Cooperative Oil Mill's financial statement of June 80, 1961, shows a

capital investment in the oil mill of $6,782,000. The financial statement of the
Farmers Cooperative Compress of Lubbock, Tex., shows a capital investment,
which does not include the expansion of 1961-62, of $3,026,000. The expansion
approximated $1 million which would give the cooperative compress at Lub.

bock a capital investment of $4,206,000.
We have no late figures on the cooperative compress at Plainview, but in

1957 it had a capital investment of $1,089,000. Expansion since that date is

roughly estimated to make the present capital investment approximately $2

million. The net earnings of the cooperative compress at Lubbock are avail.

able for the 1960-61 season only, and they were $697,077. For the 1961-62
season they are estimated at approximately J1,200,000. To this should be added

the net income of the Plainview Cooperative Compress.
The amount of outstanding paper issued by these cooperative corporations is

not available to us, but some idea of the method of financing this vast industrial
empire in the Texas plains area can be gained from exhibit D. It is a statement
of the preferred stock of the cooperative oil mill which is presently held by the
cooperative gin corporations which own the oil mill. As of June 80, 1961, the
gin corporations, owners of the oil mill, held $5,297,000 of the preferred stock
issued by the oil mill. Some of this extended back to 1955. There is no record
available to us of the stock held by the cooperative gin corporations issued by
the compresses at Lubbock and at Plainview. Neither do we have a record of
the certificates of indebtedness or the amounts of the outstanding paper issued
by the gin corporations to allocate their profits to the farmers and landowners
in the Texas plains area. In order to arrive at a complete statement of the out-

standing paper not taxable under the present law, we would need to know how
much of the paper has been issued by the gin corporations to the producers and

landowners and how much paper has been issued by the compresses as well as

the oil mill to the cotton gins.
Without these facts, we come to a logical conclusion, that this vast capitAl

structure of the cooperatives in this small area of the Texas plains has been

financed out of retained tax-free earnings. There can be no other logical
conclusion. Reasonable men must be presumed to take advantage of the oppor-
tutlities afforded them and we are sure that our friends in the Texas plains
area have not overlooked any of their opportutities.

That reasonable men do take advantage of their opportunities such as pro
vided by the 1951 cooperative tax law is well established by a recent incident

in the west Texas plains area. In February 1961, the South Oin Corp. of

Brownfield, Tex., was converted from a taxpaying corporation to a cooperative.
As an independent taxpaying coMrporatlon it was owned by 19 farmers with
excellent financial ratings. They were the customers of the taxpaying com.
presses, warehouses, and oil mills in that area. We sent a man out to investi.

gate why they had become a part of the cooperative organizations. These 19
men are some of the finest patriotic citizens in America. In substance, they

told us that it was simply a matter of arithmetic. They stated, "As a cooper.
tive, we will receive substantial dividends from the cooperative oil mill, the

cooperative compresses, and the cooperative marketing association. No In-

come tax will be paid on the diVIde1d§ from the oil ffitll, compress, and Market-

ing associatiohi r on the earnings of our gin unless and until the money reaches
us as individtials." In other words, it was simply a matter of arithmetic--so
long as they distributed the earnings of the cotton gin fnd the divdenids from
the oil will and the coxnfiresses, in script to themselves, these 19 men would

have their catltal Investment, money for expansion, money for the operation

of the gin and would not be required to pay Income taxes on the paper distribu.
tion. Since they are men of high ffineial rating itis reasonable to assumethat
income taxes will be held to a minimum and the profits of the entire koopera.
tive setut"°distrtlbfited by paner so that they Will'not be taxable.

Through the creation of this cooperative corporation these substantial men
expect to'be able to gain the large rewards presently enjoyed by thousands of
others-whose incorporated business enterprise retains large earnings, income

tax free for expansion by issuing no-market-value script or stock. As script

or stock recipients they pay no income tax by virtue of its receipt. They thUs

receive a splendid tyVe of tax-free security to pass on to their heirs. Valued

at face amount for estate purposes, its later sale or redemption involves no
income tax liability for their families.
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vi. TUE FARMERS IN THE CONCENTRATED AREAS OF THE TAX PLAINS ARE PARTIOtU-
LARLY ABLE FINANCIALLY AND OTHERWISE TO BEAR THEIR FAIR SHARE OF OUR
INCOME TAX BURDEN

We presented the financial status of 73 of the directors of the Plains Coopera-
tive Oil Mill and the two compresses as well as some of the directors of the
Gin Cooperative Corps. to the House Ways and Means Committee in the two
volumes which covered the documents we gathered concerning the cooperative
organizations engaged in the business of conducting cotton industries. This
financial data established as follows:

First, that 76 directors of the Oil Mill & Compress Corps. had an individual
average net worth of $92,000.
.Second, 73 of these directors owned, controlled, rented, or leased 01,354 acres

of land in the west Texas plains area averaging 840 acres per director.
Third, the average annual income of these 73 directors was shown as $10,352

per director.
Fourth, the total annual income of these 73 directors was $1,193,700.
These men are indeed Cadillac farmers and, as pointed out by the Secretary

of the Department of Agriettlture in his press release, they receive the majority
of the money paid to the cotton farmers under the price support outlays, and
in fact they receive the great majority of the cotton acreage allotments.

Among the 73 directors will be found one who owns 1,445 acres of land in
ilockley County and 800 acres in Lamb County and in addition he owns other
farnlfifad In Hale County. His reported net worth is $750,000 and his reported
annual income $25,000. These are not handpicked examples. They are
thoroughly representative of the concentration of wealth and power resulting
from the many advantages conferred upon these wealthy landowners by the
Congress.

tit. T11E FARM CREDIT ACT OF 1083 CREDITED THE BANK FOR COOPERATIVES AND TitERE
ARE NOW 13 SUCH BANKS STRATEGICALLY LOCATED TIROUGHOUT THE NATION.
CONGRESS HAS ALSO PROVIDED FOR THE COOPERATIVE CORPORATIONS TO TAKE OVER
TRESE BANKS THROUGH THE PURCHASE OF THE GOVERNMENT STOCK

The Government has amply provided for the financing of the expansion of
(ol)erative corporations particularly with reference to the handling, distri-
bution, and sale of farm products. The Farm Credit Act of 1993, which pro-
tided for the establishment of 13 banks for cooperatives to make loans to coopera-
tive associations made the AgricultUral Act revolving fund available for sub-
teriptions to the capital stock of the banks for cooperatives. Those banks have
developed into a wealthy and substantial financial Institution devoted solely to
the finneing of the operation aild expansion of cooperative farm organizations.

The original investment of the Government from the revolving fund in 1933
was $110 million, consisting of $5 million for each of the 12 district banks and
0 million for the Central Bank for Cooperatives. The Government capital in

the banks was increased from time to time and the maximum amoutnt outstand-
Ing was $178,500,000 during the period from 1945 to 1950. On January 1, 1950,
when the Farm Credit Act of 1950 became effective as to the banks for coopera-
ives, the capital stock of the batks was $150 million.
The net worth of the 13 batiks as of December 31, 1961, was $273,489,513,

insisting of-

Government capital ------------------------------------- $106, 817, 000
Stock owned by cooperatives -------------------------------- 57,076,623

Total -------------------------------------------- 164,493, 623
Plus surplus ------------------------------------ 108, 995, 890

Total ------------------------------------ 278, 4890, 518
At the present time the revolving fund t6tals $185,918,743, composed of Gov-

'flment capital itOck of $106,817;000 and cash in the fthd of $70,101,743. Gov-
trnment capital retired since January 1956 through the investment of coopera-
aves was $43,1839,000. The cooperative corporations in the west Texas plains
3rea as of January 1900 held $809,660 of this stock.
Thus it will be seen that the Government has financed the develop nt of

tonking facilities for the finahitihg of the operations and expansion of coopera-
te corporations, thbs providing the machinery for financing at low interest

82100-62-pt. 5- 18
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rates-much lower than paid by their competitors. Surely they do not need
in addition to these wealthy banking facilities a method of retaining their own
earnings tax free for expansion purposes. Indeed, the cooperatives, under
the 1951 act and their method of allocation of earnings, have been able ,to pur.
chase out of tax-free earnings stock in these banks as well as expand their own
facilities. This is the type of Government-financed competition which has
materially affected the ability of private enterprise industries to compete with
cooperative organizations. We are appealing to this committee to correct this
situation which obviously was not intended by the passage of the 1951 act.

VIII. THERE ARE GRAVE DOUBTS AS TO WHETHER OR NOT H.R. 10050 IN FACT HEME.
DIES THE DEFECT IN TIlE 1951 LAW AND SUBSTANTIAL DOtIT EXISTS THAT I
INSURES EVEN A SINGLE TAX ON THE EARNINGS OF A COOPERATIVE CORPORATION

The cotton industries are subject to double taxation where they are operated
by corporations except cooperative corporations-taxation of the earnings of
the corporation and an additional tax on the same earnings when they are
distributed as dividends to the stockholders. Nevertheless, we have only pro-
posed and asked Congress to provide a single tax for cooperative corporations'
earnings. The diffietlty with respect to legislating a single tax centers around
the efforts of the cooperative organizations to shift the burden of the income
tax on their earnings to the farmers. We have gone into great detail with
respect to one specific illustration in the Texas plains area showing how these
so-called certificate distributions of profits have worked out to the detriment
of taxpaying industry. The facts are well known and we are sure that the
House Ways and Means Committee in reporting H.R. 10650 fully intended to
provide for one tax on the profits of the business operations of such coopera.
tive corporations. However, there is doubt in our ind as to whether or not
this has been accomplished.

The proposed Revenue Act of 1962 undertakes to correct this, as stated In
the report of the House Ways and Means Committee, page 70, as follows:

"Qualified allocations for this purpose are defined by the bill as including
first, allodatiois which the patron can redeem in cash at the stated dollar
amdtint at any time In the first 00 days after they are issued. Second, qualtfied
allocations also include allocations which the patron has consented to take Into,
account at their face amount as income. * * * In the case of members, consent
may be given by being a member of the cooperative if there is a provision in
the bylaws recJtirling all members to agree to take the allocations into account."

It is this provision concerning consent of a member as a result of the pro.
vsi6hs in the bylaws which causes us much concern. We believe the House
Ways and Means Committee overlooked the fact that the courts invalidAted
prior certificate allocations not because of the lack of such cOnsent, but because
of the lack of rights Of the recipient to demand anything as the result of the
certificated allocatioh tb hilt.

in order to understand why the proposed change (refedied to as consent)
in fact does not meet the reultlirements of the decision of the Federal courts,
it is essential to have complete knowledge of the facts under which such
certificates, jtltthiithd or otherwise, are issued.

There were several of the Federal court cases dealing with this question
and one reached the Siupremhe Court and certiorari was denied (950 U.S. 1018).
The two cases covering the inbrtiflit questions invoIlVd will be here re-
viewed. The first impoithnt case is the Long Potlty Farm, "ho. (240 F. 2d
726). It was a decision by the fourth circuit couit. There the court cited
with approval the other authorities defiuiihg taxable Inc6tne. Specifically, It
state thiat in order to be taxable ih 6me:

"There must be no colitihkendies or iflfreason'able in'ettiity qualifying the
payment or receipt. Income does not accrue to a taxpayer using an accrual
method ifiel there arises in him a fixed or lncliiditiotal right to receive it."

The other importatit ruling had to do with the taxpayer on the so-called cadb
basis. It was the Carpcflter case (219 F. 2d 635). There the courtheld:

"Furthermore, it is obvious that the fttnds withheld by the cooperative were
not subject to the demand of the respontidnt. The' respondent could cOMttol
neither the amount of the funds that he wotild filtimately receive nor the time
at wftih he might receive them."
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These rulings are of extreme importance and should be considered by this
committee in arriving at a factual conclusion which would bear upon these
proposed amendments to the 1951 act.

It is not a matter of consent. Indeed by examining the charters and bylaws
of the cooperative corporations of the Nation, we will find ample provisions
containing authority of the cooperative corporation to retain the earnings and
we will find language which could be construed as the consent of the owner,
patron, or member that the profits be retained. The Important provisions,
however, of the charters and bylaws of the cooperative corporations are those
which deal with the right of redemption of noncash distribution certificates.
We have examined some 50 charters and bylaws of cooperative organizations
ond we find they follow a uniform pattern concerning redemption of all non-
cash distribution certificates or script. The bylaws provide that such redemp-
tion shall rest in the sole discretion of the board of directors, thus denying the
recipient of any type of certificated distribution, all rights and all control
over the payment of the certificates covering the patronage dividend distributions.
The charters, constitutions, and bylaws of the cooperative corporations present
a factual situation similar to the state of facts before the court in the Long
Poultry case and the Carpenter case. In addition, the farmer is far removed
from the control over the profits of the cooperative. He in fact has no right
to receive income except in the sole discretion of the board of directors. What
result could follow, therefore, from his consent to pay taxes on an item which
the court has held does not constitute taxable Income under the income tax
laws? WOuld the courts now hold because a cooperative corporation handed a
patron a copy of its bylaws that worthless paper was thereby converted into
taxable income? The committee should-consider the tedious and coiifused man-
ner of calculating the gross income for income tax purposes of a member or
patron of a cooperative corporation under the Revenue Act of 1962. Such
method is sufficient within itself to destroy the effort of Congress to exact a single
tax out of the revenues of the cooperatives.

Section 17 covers the treatment of cooperatives and their patrons. Item (see.)
1382 covers taxable income of cooperatives. It provides that In deterinithng
taxable income of cooperatives "there shall not be taken into account amounts
* * * patronage dividends * * * paid * * * in qualified written notices of al-
location." Part II, section 17, item (sec.) 1385 covers the taxable income of
the patrons or members of the cooperatives. It provides that the members
and patrons shall include the amount of this so.called jUillfied written notice
of allocation in their taxable income. These written notices of allocation become
qualified for deductions from gross income by the cooperative and must be in-
eluded in the gross income of the member or patron if the patron or member
has consented to include such written notices of allocation in their taxable
income. This consent may be obtaied (i) by written consent; (2) by obtafinig
or retaining a membership in the cooperative after such co6petative has ad~pted
a bylaw which provides that membership cohstittites consent to include in the
taxable income of the member the earnings of the cooperative corporation al-
though the cooperative corporation actually retained its earnings for its own use.

The general bylaw provisions of the cooperative tday provide that patronage
alone constitutes membership. Now, in order to tax the farmers, the c00pera-
tire, under the Revenue Act of 1962, needs only to adopt a bylaw which states
that all members consent to report written allocatidn of earnings where no cash
6 paid, where no date of maturity is fixed, no interest is paid, and no rights
are granted to demand anything at any time.
Now consider the comolication confronting the patron or member. A farmer

tomes to a cooperative cotton gin in the Texas plains area to have his cotton
Donned. The gin, along with other cooperative gine in the area, own an oil mill
and compress and warehouse. The gin hands the farmer a copy of its bylaws
thich state that his patr6iage constitutes membership-th 'the cooperative cor-
MoratIon1 operating the gin. The bylaws further provide that as a member he
osents to incluide in his taxable income the profits of the gin coopefltive, the

profits of the oil mill which the gin owns, and the profits of the cotpress and
warehouse owned by the gin cooperatives. The situation Is not different where
the farmer is a member and brings his cotton to the gin for gitnhing. Bear In
mind that the farmer cannot be a member of the oil mill or the cotpress. The



1930 REVENUE ACT OF 1962

gin cooperatives are the members and owners of the oil mill and the compress and
warehouse. Now, look at exhibit D. It is a statement of the preferred stock
of the oil nll issued to the cooperative gin corporations and held by them as of
June 80, 1061. Some of this preferred stock dates back to 1955. The total is
$5,297,195.91. It was deducted from gross income by the oil mill and as a result
it retained its earnings tax free for expansion purposes and did in fact expand.
Should the farmers in the Texas plains area be required to pay income taxes on
this $5,297,105.91 profits of the oil mill which they do not own? Indeed they are
not members and cannot become members. The theory of the Revenue Act of
1962 is that Congress can make taxable income out of this $5,297,195 simply by
requiring the farmers to include it in their taxable income, if they patronize a
cooperative gin and become a member of it. Provided of course the gin coopera.
tive has adopted a bylaw which states that the farmer has consented to include
it in his taxable income. Now look at exhibit P end see what the farmer gets-
a mere slip of paper from the gin stating to the fa-mer that he has a dividend
credit. Exhibit F was issued in 1951 and has not been paid to date.

Could there be any doubt in anyone's mind that the Congress has no such power
to define taxable income. This complicated farce involves both legal and moral
concepts. Morally Congress should not try to tax any man under such circum-
stances. Legally it has no power to so tax.

We ask this committee to consider the following facts:
First, the bylaws of the Plains Cooperative Oil Mill of Lubbock, Tex., article

V, section 1, provides that only cooperative corporations engaged in the opera.
tlion of cotton gins may be members of the oil Mill cooperative.

Second, article VI, section 2 of those bylaws contain a provision that preferred
stock may be issued to members and nonmembers as patronage dividends.

Third, nrtfile VI, section 7 provides that the retirement of the preferred stock
so issued shall rest in the sole discretion of the board of directors.

Fourth, article VIII, section 2 provides with reference to cooperative corpora.
tio reserves that

"From the margins retained by the association the board of directors In its
discretion may create and authorize the establishment of reasonable reserves for
necessary purposes."

Certtiflly any member or indeed any patron of a cotton gin corporation which
owns this oil Will corporation would be far removed from any control over the
payment of a dividend, or a right to demand anything. In the first place, the
producer and farmer that the cooperatives ask Congress to tax in the instance
of the cooperative oil inll would have no rights whatever to demand anything.
Such producers woUltl receive their dividends whether in cash or in qualified
certificates through the cotton gin corporation and indeed that is the method of
operation generally. See exhibit E.

What would the term "consent" mean with respect to these remote profits of
the cooperative oil mill and the cooperative compress? Wotild it not be stretch.
ing the imagination beyond all reasonable bounds to assert that a farmer who
brought a bale of cotton to a gin, upon being handed a copy of the bylaws of
the gin, would be consenting for the oimill to retainits profits from the cotton.
seed owned by the producer and consenting for the compress to retain its profits
earned on the storage of the bale of cotton?

The facts with respect to the practical, operation of these matters must be con-
sidered in order to understand why H.R. 10650 does not remedy the defect In the
I ni Anesf
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Certainly there should be some safeguard; the matter shoUld not be left In

doubt as It was In 1951. We are proposing first that the provision in the proposed
Revenue Act of 1962 covering qualified allocations based on consent found In the
bylaws of the cooperative corporation be elilinated from the bill. And we are
further proposing that deductions from gross income by cooperative corpora-
tions of dividends, patronage or otherwise, shall be limited; first, to those paid in
cash, and, second, to those allocated by documents which shall state the dollar
amount and provide that such amount shall be interest bearing and have a fixed
maturity date and shall be redeemable In cash on that date which shall not
be greater than 3 years from date of issue.

in the alternative, we propose that the Revenue Act of 1062 contain a provi-
sion substantially as follows:

"Should it be determined by any court having Jurisdiction that any patronage
or other dividends not paid in cash by the cooperative corporation is not taxable
income to the patron, member or recipient, its deduction from gross income shall
be disallowed to the cooperative corporation and the resulting tax shall be
assessed against the cooperative corporation within one year after such determi-
nation becomes final."

At record pages 332-333 of volume 1, 1901, hearing before the House Ways and
Means Comnittee, the Secretary of the Treasury was asked if the admiitstra-
tion would be willing to insert something of the character above proposed in the
new revenue act, to which he answered:

"Secretary DLON. I think it should. I think that would be fair. We are
suggesting that this be handled in a different manner, which appears to us to be
preferable, but certainly that would be a way of eliminating this anomalous situi
ation which is contrary to the intent of the law passed in 1951 where the co-
operative now can deduct these scrip payments as a payment and they are not
taxable to the recipient."

It is quite obvious that some means of meeting the requirements of the court
must be clearly stated in the bill. Consent in our opinion cannot be obtained
through a multiplicity of bylaws of corporations who exercise the discretion to
distribute profits in all ha;3tanees and reserve to themselves the sole discretion to
retain profits for unlimited periods of time. In fact retain profits without
limitation of time.

In addition, we point out to this committee that it is quite unfair to ask a
farmer and producer to pay income taxes on a document depicted 'by exhibit
P which merely states that the profits had been allocated to his account in
1951 and have not been paid to date. It is our most sincere opinion that the
Congress of the United States has not and will not assume any such power and
authority to tax a man on a document of this character as constituting taxable
Income.

Respectfully submitted. A. L. R D
(For the Public Information Committee

of the Cotton Industries).
(Exhibit A. The coulity outline of the United States has been

made a part of the record and is rtined in, the cotmiittee files.)
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THE PLAINS COOPERATIVE COTTONSEED OIL MILL
OF

LUBBOCK, TEXAS

HAS IMMEDIATE PLANNED CONSTRUCTION OF A FIFTY PERCENT

EXPANSION OF ITS PLANT WITH A LIKE EXPANSION IN THE

NEAR FUTURE.

THE STORY APPEARED IN THE LUBBOCK AVALANCHE-JOURNAL OF JANUARY 24, 1962

THE STORY FOLLOWSs

$3 Million Plant Approved Here
Site Near
Oil Mill
Is Sought

Consruction
To Start Soon

By DUANE HOWELL
Avatundne-.arnl StffU Writer

The Plains Cooperative Oil
Mill board of directors agreed
here this morning to build
a new cottonseed crushing
plant in Lubbock if land near
the present mill can be ac-
quired.

Officials said the new plant
would cost approximately $3 mil-
lion and would employ about 100
persons. It would have a capacity
of about 400 tons a day.

Roy B. Davis, manager of the
mill, said the board was assured
that 20 acres adjoining the plant
on the south can be purchased for
the new facility.

Largest In World
The mill is located at 2901 Ave.

A. It Is regarded as the largest
single cottonseed oil mill in the
world.

"We hope to have construction
underway in the near future,"
Davis said. He said present plans
are to have the new plant In op.
eration by October.

The oil mill's executive commit-
tee, headed by Wilmer Smith,
New Home, had been investigat-
ing the possibility of locating the
new plant either here or In the
area.

Plans for expansion were ap.
proved earlier by the full board,
and the executive committee was
authorized to work out the details.

It was on the executive commit-
tee's recommendation that the
boird acted this morning.

Owned By Co-Ops
The co-op. at present crushes

around 250,000 tons annually.
Davis said the new plant will have
about half that capacity on an an-
nual basis.

Some consideration has been
given to handling soybeans and
castorbeans at the new plant, in
addition to cottonseed, but Davis
said a final decision will not be

reached until further Investigations
are completed.

Davis said the new facility will
be "primarily a cottonseed crush.
ing plant."

The oil mill Is owned by 86 mem.
ber co-op gins on the Sonth Plains
and Is governed by a board com-
posed of one director from each
association.

$6.7 Million Capital
It paid approximately $2 million

In dividends for the 1960-61 season.
The mill's operating revenue

comes primarily from the sale of
cottonseed meal and cake, cotton-
seed oil, hulls and mixed feeds and
winters.

Total capital invested In the co-
operative at the end of Its lat
fiscal year on June 80 amounted
to roughly $6.7 million.

The oil mill here is part of a
big area Industry which employs
about 680 persons depending upon
the time of year, with annual pay-
rolls totaling about $2.7 million,
excluding executives.

The value of the area's cotton-
seed and the raw products derived
from them has been estimated at
approximately $66 million annually.

1932



1933REVENUE ACT OF 1962

EXHInlIT C

1940 .......1912 ........
1912 ........
1943.

1945 ........
0147 ........
1949 -- ----
1949 ----
1950._..

Tons of
cottonseed

produced inTeXas plains
coun fps I

118,000
134, 000
161,000
193,000
157,000
17,000
28,000
68,600

316,000
205, 000
540,000
232,600

Tons of
cottonseed Co-op
purchased percent
by cooper- of total
ative mill

18,060 15
22,600 17
27.006 17
40,260 21
41,265 26
45,040 26
8,150 29

21,029 31
02,608 29
59,560 29
50, 000 9
72, 518 31

Year

1051 ........
1052 .-------
1953 ........
1954 ........
1955 ........
1956 ........1057...
1958 ........
1059 ........
1060 ........
1961 ........

Tons of
cottonseed
roduced in

Texas plains
counties I

408,600
474,000
448,000
505,600
451,000
548,000
5 1,000
657,06
621,000
636, O0
765,000

Tons of
cottonseed
purchased

y cooper-
afie mill

105, 954
142, 690
140,170
157,287
133,973
177, 511
163,930
207,834
194,204
244,000
329,977

Co-op
p recent
of total

26
30
31
31
30
32
32
32
31
38
43

119 TVexas and 2 New Mexico counties.

EXIMIT D

Oirncr of Plahis Cooperative Oil Mill, Lubbock, Pewt., W0ith amolunt of preferred
stock held as of June 80, .1961

1955 pre- Total pre-
ferred stock ferred stock

Name of cooperative gin owners of cooperative oil mill unredeemed held, June
as of June 30, 1961

30, 1061

Abernathy Farmers .....................................................
Ackerly Parmers ..... --.................................................
Acuff ....................................................................
Afton ....................................................................
Amherst Farmers .......................................................
Anton Producers ........................................................
Brownfleld Farmers .....................................................
Carlisle ..................................................................
Castro ...................................................................
Citizens -----------------------------------------------------------------
Close City ...............................................................
College Avenue ..........................................................
Cotton Center Farm ers --------------------------------------------------
County Line ............................................................
Crosbyton ...............................................................
Earth -------------------------------------------------------------------
Edmondson .............................................................
Enoehs Farmers .........................................................
Fieldton .................................................................
Flower G rove -..---------------------------------------------...........
Floydada Farmers .......................................................
Floyd Codnty ...................................................-.....
Oa-ham ...........................................................
Orassland ---- ...... ..........-------------------------------------------Haekberry ...................................................

llal iwy - ----------------------------------------------------Hale Center -------------------------------------------------------------
Halfwvay .,..... ........................................................
Hart Canip .........................................
fdalou --------- -------- -------- -------- -------- . .; . . .......... ......... ...hnart de rs-------------------------------------------------
Kntldalou -----------------------------------------------------linadale --------------------------------------------
Knott F.mers..........................................................Lomb County.................................................

Lestey ...............................................................
Levelland Farmers ---------------------------
Liberty F-- --- -- --- -- --- --............................................
Littlefield Farmers ................. ....................................
Leknze......................................................Lorkey --------o---------------------------------------------- -
Lovington....................................................MeAdo Farmers---------------------------------------------------------
M aple..............................."'''..' .'"'.'.."......Mayfleld. .........................
Meadow Farmers ..................... ....... '..-..- ...... 1SMIdan10 d ...... es.......................................................oto .. ........................... ..._............ ........... 0......Midad Fatirs----------------------------------------------
11leshoo Farmer..................... . .... - ----------Mlorton --.----------------------------------------------------------

N'eedmlore--------------------------------------------------

$15, 500.40
2,636.40
0, 378. 60
1,761.60

.. .... ..........

20, 5605.60
5,325.60

................

6,383.40
7,989.60
3,203.40
8, 463.00

14,074.20
8,247.60
7,349.40

12,381.00
19, 211.40
2, 274.00
9,700.80

2,851.80......... ...
3,562.60
3, 561. 00
3,472.80

21,082. 20....... ;....-.
4,002.00

........ .... ....

12,054.00
............. -.

1,738.20
21.60

0,180.60....... ....-
7689.60
90,220.20

11,251.20........ . ..
0, 271. 20
6,600.00
5,265.00
3,339.00
8,542.20
6,835.80.. . ....... .
6,157.00

11,532.60
3,410.40

$104,232.40
39,631.40

124,848.60
29,345.60
9,160.00

131,593.60
85,646.60
51,834.00
37, 878.40

102,573.60
30, 898.40
57,580.00
81,359.20
81,144.60
82, 633.40
66,646.00

107,607.40
37,687.00
65, 203.80
31,627. 00
53,318.80

................

39,845.60
47,166.00
30,468.80
104,059.20
26,080.00
41,82.5.00
23,556.00

139,814.00
16,733.00
25,785.20
4, 287.60

92,644.60...... .. ..
71,736.60
87,096.20
87,181.20
59,211.00

129,394.20
42,197,
48,038.0
73, 887. 00
71,339.20,

111,309.80....... .......
63.405.001
97,300.60
36,890.40



1934 REVENUE ACT OF 1962

Ow)Iers. of Plains Cooperative Oil Mill, Lubbock, Pew., with amount of preferci
stock held as of June 80, 1961-Continued

1955 pre- Total pre.
erred stock ferred stock

Name of cooperative gin owners of coop,,erative oil mill unredeemed held, Jiune
as of June 30, 1961

30, 1961

New lome .............................................................
O')onnell Farmers ......................................................
Olton ..................................................................
Opdyke .................................................................O w enls -------------------------------------------------------------------
Petersburg ..............................................................
Pettit ...................................................................
Plainview ...............................................................
Pleasant 11111 ............................................................
Producers, Grassland ....................................................
Rails ....................................................................
Ropes Farmers ..........................................................
Seagraves ................................................................
Shauliowater .........................................................
Slaton -------------------------------------------------------------------
Slide ....................................................................
South 0in ............................................................
South Plains .........................................................
Spade ...................................................................
Spring lake Farmers .....................................................
Spur Farmers ...........................................................
qtanton Farmers ........................................................
Star Route ..............................................................
Sudan Farmers ..........................................................
Swisher .................................................................
Tahoka ..................................................................
Tahoka Farmers No. 1 -----------.................................
Toklo Farmers ..........................................................
Tulia ....................................................................
Union ...................................................................
Vincent .................................................................
Wake --.-----------------------------------....................---
Wellman ................................................................
Wells ....................................................................
Whitharral ..............................................................
W ilson N o. I ------------------------------------------------------------
Wilson No. 2 ............................................................
Acme ...................................................................
Amherst Producers -.................-----------------------------------Big Spring Co-op Gii-Spl .......................................
CouSpnty O Club lSp ----n-------------------------------------ountry lUb ]in ...................................................... [
Big Spring Farmers Gin -------------------------------------------------
Farmers GIn Lamesa----------------------------------
Loop Co.op bin ......................................
Matador Farmers ........................................................
Midland Marketing Association .........................................
New Moore Gin Co .....................................................Qultaque .................................................................
RuotcoeCooGi------------------------------------------------Roscoe Co-op Gin.............................................
Roswell Farmers Gin .....................................
T-Bar .................................................................
Leo V. Smith (Tri-County) ..............................................
Seed Exchange ............................................................

Total ..............................................................

$13,071.00
8,379.60

20,824.20
...... ..... .....

7, 357.20
21,960.00

5, 023.20
12,538.20

10, 275.60
S....... .....-...................

14,004.00
9, 58.20
5, 061.0

|.--..............i....... i ... .. .
12,948.60
12,903.60
1,613.40
4,826.40................ "
6,007.20

10,039.20
4,119.00
8,994.00

.... .. .... ......

13,716.60
....... ........ .

1, "03.20
.... ............

4,940.40
4 642. 20

11,053.80
11,825.40

. .... ...........

.... ............

....... .... .....

....... ,.....-

6,289.0
316.20
105.00

................

................

241.20
................

1,047.00
...............

o.... ..... ......

SK8,42, 80]

$107,694.0)
127,589.60
180,540.20
31,725.00
59,111.20

177.623.00
42, 426. 20

103,493.20
...............30. 904.00

84,456.10
53,906.00
37,421.00

102,332.00
90,195.20
44,465.10

i-.. ......... ...

1 3, 074. M0
07,979.60
71,355.60
0, 001.40

57, 562.40
33, 35. 00
70,205.20
76,364.20
38,63M.10
94,537.0
7, 550.10

88,336.10
22,705.00
12,531.20

..... ....... ....

57,891.40
56,022.20

103,0623.0
70,177.40
33,797.10

484.00
7.00

2,683.00
141.00
797.00

1,445.00
21,798.60

354.20
1,158.009& 00
38.00

1,410.90
561.00

1,047.00
12, 995. 00
1,889.11

5, 297,195. 91

EXHIBIT E

EXCERPT FROM PART 2 OF HOUSE WAYS AND MEANS COMMITTEE HEARINGS 0N
GENERAL REVENUE REVISION

Thank you very nIuch.
(The nbove-menti~lied statement Is on file with the coinlittee.)
The CHAIRMAN. Are there any questions?
Mr. MASON. Mr. Chairman, just one.
The CIAIR.tAN. Mr. Mason will inquire.
Mr. MAsoN. As I gather in summarizing youir testiffiqy, you are trying to

show that of 12 cooperatives, 8 were legitimate, and you do not want then, hurt,
a nd 4 were glfthts and were taking advantage of the situation, and you would like
to have them restricted. Is that it?

Mr. A. L. REED. That apples to the marketing agencies only; that is right.
Mr. MAsoN. That is all, Mr. Chaltnh.
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The CHAIRMAN. Are there any further questions of Mr. Reed?
If not, Mr. Reed, we thank you very much for your appearance and the

information you have given to the committee.
Mir. REED. Just a minute, Mr. Chairman.
The CHAIRMAN. The gentleman from New York, Mr. Reed, will inquire.
Mr. REED. Have the cooperatives been of great advantage in building up the

financial background of the areas In which they operate?
Mr. A. L. REED. Mr. Reed, the taxpayers were the pioneers in that area, and

the cooperatives came in after the tax rate got tip to so high that it was profitable
for them to do it.

Mir. REED. What I am asking you is, have they been an advantage to that
area financially?

M 3r. A. L. REED. I would say anybody that spends money in that area is an
advantage to it; but when they spend their money for capital investment in there,
they are replacing a taxpayer who could spend money if he had the opportunity.

Mr. REED. But I am asking you the question, have the cooperatives been a
benefit to that area financially?

Mr. A. L. REED. I think they have been a benefit; yes, sir.
Mr. REED. Thank you.
Mr. MASON. And may I add something?
The CHAIRMAN. Yes, Mr. Mason.

- Mr. MASON. Those eight legitimate cooperatives have been an advantage, but
the four giants certainly have been a great disadvantage to all the others around
there.

Mr. A. L. REED. Yes, sir. And let me say that those that conduct themselves
as a legitimate co-op are not limited to those eight on that appendix B. There Is
a cottonseed oil mill over at Helena, Ark., that conducts its business just as
legitimately as a co-op anywhere in the country. The profits are distributed
into the hands of the farmers, and there Is one tax applied to it, at the farm
level.

The CHAIRMAN. Are there any further questions?
If not, Mr. Reed, again we thank you for your appearance and Information

given to the committee.
(The following letters were filed with the Committee:)

PLAINS COOPERATIVE OIL MILL,
Luebbook, Tex., February 19, 1958.

H011. WVILDcR D. MILLS,
Hoise Offlce Bit ilding, Washington, D.C .

DEAR MR. MILLS: We did not ask to testify before the House Ways and MIeans
Committee in their recent hearings when the committee was considering taxa-
lion of cooperatives, but since Mr. A. L. Reed of the public Information office
of the cotton industries singled out the cotton cooperatives of the Plains in his
testimony of January 23, we would like to supply information relative to our
members, board of directors, cooperative gins, and the cooperative oil mill
and cooperative compresses.

There are approximately 10,000 cotton producers on the south plains of Texas
who own and operate 78 cooperative gins. The cooperative gins own and
operate the Plains Cooperative Oil Mill and they own and operate, as separate
corporations, the Farmers Cooperative Compress at Lubbock and the Plainview
Cooperative Compress at Plainview. Each of the cooperative gins has a director
on our board. These men are just average producers, farming about 320 acres
ealh. Most of the cotton acreage in this area is irrigated, and the average price
Is about $300 per acre. The farm equipment, Including tractors, implements,
tntwks, trailers, and irrigation equipment, I believe would average about $25,000
per farm, which means that each farmer would have an investment of around
$125,000. Since we have 78 board members, their net worth could easily exceed
$7 mlllen, and they would still he just average producers for this area. I
want to make it clear here and throughout thht every dollar In dividends,
vhetl~r cash or stock or allocated credits, received by these directors has been

taken into their income each year as received, and they have paid the Federal
income tax on the same.

There are 305 cotton gins in this area. Of these. 78, or about 25 percent,
,ire cooperatives and are owned by the producers. We estimate the cooperative
g9luo handle one-third of the cotton produced in this area, or approximately
one-half million biles. Last year tire was one new cooperative organization
that built a new gin. There were three cooperative assnclations that ided a
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J new gin in order to take care of the increased volume of their community,
One cooperative gin was destroyed by tornado and the association rebuilt It.
Another association practically built a new gin in modernizing their old plant.
The total of these exceeds the million dollars as referred to by Mr. Reed. In
building these new gins, the producer members of these associations understood
that they would pay income tax on all of the earnings, regardless of whether
they received their dividends in cash or if the cash was used to pay for this
new equipment and the producer was issued stock.

The cooperative gins In 1937 organized and bought a used oil mill at a total
cost of $125,000. Since that period they have added to this plant approximately
$4 million in new buildings, new warehouses, and new equipment. The mill was
not paid for out of tax-free income, because each year, in addition to paying
current cash dividends, it has issued preferred stock, and the producers have
paid the income tax on both the cash and the stock as it was received. We retire
older outstanding stock each year, and the oldest unretired stock we have was
issued in 1953.

The Farmers Cooperative Compress was organized in 1948. The producers
(lid not build this compress in order to drive someone else out of business.
Neither did they organize it for the profit that it might make them. It was
organized solely because the grower in 1947 could not get his cotton in a ware-
house within a reasonable period of time so that he might secure a warehouse
receipt and sell his cotton. As a result of the slow and inefficient service being
offered by other warehouses, the grower was penalized In income because of the
declining cotton market. Since the cooperative compress was built, all com-
presses have given quick and efficient service, and both the producer and the
cotton shipper have benefited by virtue of this competition. Since 1948, the
Farmers Cooperative Compress at Lubbock has had a total net income of
$2,820,902.17, on which they have sent the Internal Revenue Service forms 1099
to their members, and the producer has paid an income tax on every penny of the
net earnings of this compress. The cooperative compress, too, rotates its stock,
and its oldest outstanding stock was issued in 1953. The producers in this area
are not paying the income tax on their stock when it is retired, but they are
following the rules and regulations of the Bureau of Internal Revenue and are
paying It in the year received.

The Plainview Cooperative Compress was organized in 1953. It has had
$795,398.47 net income, and it, too, has issued its form 1099 and the producers
have paid their income tax on the stock as received.

Each and every cooperative in this area has an annual audit made by dis-
interested certified public accountants. The stockholders are advised in their
annual meeting by the officers of the cooperatives and by the auditors of the
cooperatives that they must pay in income tax on all dividends, regardless of
the form in which they are received. Those producers who have not wanted to
do this have left the cooperatives, but most of them have stayed with their
associations, and as far as we know, every producer is paying an income tax
on all dividends he receives from his cooperative, and there is absolutely no
cooperative income that is escaping taxation.

We respectfully request that this letter be accepted as our testimony and be
recorded in the Congressional Record, or in its proper place.

Yours truly,
RoY B. DAVIS, General Manager.

ITrI.EFWi.rJm FARMERS COOPERATIVE, (h1.Nx.
Littlefleld, Tcx., February.17, 1958.

11on. WILMUR I). MNt.TS,
(hirman4,~fqJ, al!lI amd Aleamis CommittCe,
W1alMi nfgton, D.'.

DEAR MR. Mrrm.s: Tils letter Is ilteud(d its a factal answer to somle ,ore.
p)letely erroneots stateomntots made about our cooperative association by A. L.
Reed, of Dallas, when he appeared bef6re your coliflilittee as a witness in Wash.
ington on January 23. The statement to whieh we rfer is found abot midway
in his testiniony and reads as folos:

"0on page 90 I give you a compahlison of the Ietersbiurg gin, a taxpayer, with
the cooperative gin at Littlefleld. The taxpayer had a net income of $33,235,
and the heavy hand of fhe Federal inefite tax collector tobk 40 percent of it.
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Tit cooperative gin at Littlefleld had a net income of $104,000, and the tax
collector (lid not touch It. That cooperative gin retained 55 percent of that net
income, tax free, $57,625, which exceeded the total profits of the Petersburg gin.

"What is more Important, I want to call your attention to the fact that that
gin Is a proprietary corporation, owning the oil mills and the compresses, and it
received in dividends $26,724. The oil mill paid no income tax; the gin paid
no income tax. That amounted to $3.25 per bale of tax-free dividends. After
the tax collector got through with the Petersburg gin, he had only $1.66 per
bale."

It Is true that our cooperative association had net margins, before allocations,
of $104,154.06; but It is not true that "the tax collector did not touch it." In
accordance with section 522 of the Internal Revenue Code of 1954, we allocated
'to our l)atrons on a patronage basis 100 percent of these net margins, and we
so notified these patrons of their allocations before the 15th day of the 9th
month following the end of our fiscal year. Also, we notified the Director of
Internal Revenue on his form 1099 of each patron-his name, address, and
amount-who had dividends allocated to him ef $100 or more. To the best of
our knowledge and belief, all of our farmer patrons included the full amount
of these patronage allocations in their Incomes and paid income taxes thereon.
Possibly, many of our patrons paid income taxes on these earnings at a higher
rate than was paid by the gin mentioned at Petersburg.

As for Mr. Reed's statement that we own the oil mills and the compresses,
that we received dividends from the oil mill, that neither the oil mill nor our
gin paid income tax, we offer a correction for your records. The cooperative oil
mill follows the Internal Revenue Code in making Its allocations of earnings;
we and the other member gins follow time Internal Revenue Code In taking these
allocations into our earnings; and then the entire net margins of our local
cooperative association (which include any allocations from the oil mill or
compresses at 100 percent) are allocated to our farmer-patrons, and they pay
income taxes thereon.

Throughout Mr. Reed's testimony there are flagrant untruths and misrepre-
sentations. Whether he made these statements with malicious intent, or from
Ignorance of the Internal Revenue Code and our method of operations, we are
not able to say. We do say he was in error, and we offer this letter to correct
the record insofar as the statement quoted above pertaining to our cooperative
is concerned.

We respectfully request, that your committee delve deep Into the facts about
Income taxes and farmers' cooperatives. If you do this, we feel certain that
you will find that full income taxes are being paid on all net margins. In our
opinion, sections 521 and 522 of the Internal Revenue Code are fair-and they
are working. For the best interests of all concerned-Including certainly our
Government-we ask that you leave the code as it now stands on this subject.

Respectfully submitted.
CLARENCE DAVIS.

Manager and Secretary.

oMcE or
QUANAH FARMERS COOPERATIVE SOCIETY, No. 1

QUMAK TEX"

DIVIDEND CR. FOR SEASON OF 1951-52
Name n. . .. Address --m' f'..Ih,.

D. CR.

- Rebate on....... bs. Seed Cotton @ . . cwt ... ....... ............ -- ---- W

--- _Rebate onr*, _.bs. Cotton Seed @ 10c cwt ....................-----
-Rebate on Lbs. MIto & K... @ ce ewt ................-- ---J

....Rebateon_....... Bushels Wheat.. @ Be Bu ...................... 1 ' - -

Total........... . . \...

The CHAIRmAN. The next witness is Mr. Robert G. MacDonald,
Hagerstown, Md., president, PotObitic Edison Co.

Please proceed Mr. MaeDontfld.
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STATEMENT OF ROBERT G. MacDONALD, THE POTOMAC EDISON CO.,
HAGERSTOWN, MD.

Mr. MACDONALD. Mr. Chairman and members of the committee,
My name is Robert G. MacDonald. I live in Hagerstown, Md. I am
president of the Potomac Edison Co. and I am appearing on its behalf,

Our company is much concerned with the tax treatment accorded
certain advertising expenses under existing law. We feel that this
tax treatment is inequitable and will become more controversial and
impractical of application in the future unless modified by legislative
action now. Accordingly, we have requested this opportunity to
appear before your committee to express our views since they directly
relate to the tax policy underlying section 3 of the House bill now
being considered.

Our company has been participating for some years in an institu-
tional advertising program known as tie electric companies advertis-
ing program. This program, in which more than 100 investor-owned
electric companies participate, has centered around 6 major topics of
fundamental importance to companies like ours, including the cost
and value of our service, the adequacy of our growth, the character
of our ownership, our general citizenship, our developmental work
in the field of atomic power, and certain aspects of Government com-
petition in our business.

Our company considers the cost of this program, which amounted
to about two-hundredths of 1 percent of our gross revenues for 1961,
to be an ordinary and necessary business expense deductible under
section 162 of the Internal Revenue Code and regulations thereunder,
for purposes of computing taxable income.

Regulation section 1.162-15(c) (1) states that no deduction shall
be allowed for any advertising expense which is related to lobbying,
the promotion or defeat of legislation, or I)olitical campaigns. Al-
though not defining the term "lobbying," the regulations do specifically
state that expenses for the promotion or defeat of legislation include,
but are not limited to, expenses for the purpose of attempting to (1)
influence members of a legislative body by urging or encouraging the
public to contact such members for the purpose of proposing, support-
ing, or opposing legislation or (2) influence the public to approve
or reject proposed legislation in a referendum, initiative or other
similar procedure. The regulation states that the cost of advertising
to promfdte or defeat legislation or to influence the public as to the
desirability or undesirability of proposed legislation is not deductible
as a business expense, even though the legislation may directly affect
the taxpayer's business. On the other hand, the regulations state
that expenses for advertising which present views on economic, finan-
cial, social, or other subjects of a general nature but whlkh do not
involve any of the so-called lobbying activities are deductible if they
otherwise meet the provisions of code section 162. Regulations some-
what similar to these were held to have the force and effect of law in
Cam-marano v. U.S. ((199) 358 U.S. 498).

The ever-present problem in applying these regulatory provisions
to determining the deductibility of advertising expenses incurred i
our situation is obvious; what constitutes lobbying or the promotion
or defeat of legislation in advertising? Are mere inferences enough
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or are direct references to pending legislation required.f Does the
subject matter of the advertising determine its deductibility Where
is the line drawn between advertisements which present views on
economic, financial, social or other subjects of a general nature, and
those which constitute lobbying? In the first instance advertising
costs are deductible; in the second, they are nondeductible.

The administrative problems incurred in enforcing such regulations
seem insurmountable. Uniformity of application is impossible.

The Treasury Department considers that the income tax regulations
which it has issued under section 1.162-15 are a proper reflection of
existing law. But the Department indicated its awareness of the seri-
ous impact of such regulations on business generally in a letter
dated February 26, 1960, to the chairman of the House Ways and
Means Committee. In this connection, the Treasury recognized that
existing law, as developed, has frozen certain concepts as to expendi-
tures in the area of the legislative process. Those concepts are
quite distinct from generally accepted attitudes as to expenditures in
the related fields of administrative and judicial processes. The
Department pointed out the anomaly observed by many that no
expenditures involving legislation, whatever their character, are de-
ductible, while expenditures involving similar activities before ad-
ministrative and judicial bodies are clearly deductible if they otherwise
constitute ordinary and necessary business expenses.

In its letter the Treasury recommended early consideration by the
Congress of the various proposals designed to modify the tax treat-
ment of expenditures in connection with the legislative process.

The Treasury suggested that any proposed Tegislative revision in
this area should necessarily take account of the practical administra-
tive problems which exist under present law, as well as those which
might develop under any proposed modification. It particularly
pointed out that the present law was difficult to administer both as to
institutional-type advertising, as well as in regard to dues paid to trade
associations. It specifically stated that it is difficult, if not impossible,
for the Internal Revenue Service to censor or monitor lobbying of
he advertising or grassroots variety. It stated that it has been the

position generally of the Internal Revenue Service that it is not
only impractical but undersirable to attempt to substitute the judg-
ment of the tax collector for that of the businessman in determining
the character of the advertising appropriate for his business as long
as such advertising may be reasonably expected to increase patronage
of the business.

Section 8 of the bill is an attempt to eliminate the administrative
problems and inequities which the House feels exist under present law
as to the. tax treatment of expenditures in the legislative area. The
stated'objectives of section 8 as set forth in the cofiittee report are
(1) to overcome the administrative and enforcement problems which
exist uider present law in allocatiig ordinary and necessary expenses
between those which are deductible for Federal inic6e tax purposes
and those which are not so dedtiptible because they relate to lobbying,
(2) to place presentations to the legislative branch of the Govern-
ment oni substantially the same footing as' presentations to the other
two branches of the Governtment, (3) to eincoutrage taxpayers who
have information as to the impttctt on their btisiftess of present or
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proposed legislation to make such information available to legislators
at various levels of the Government, and (4) to permit taxpayers to
arrive at a true reflection of their real income for tax purposes.

Although our company fully supports these desirable objectives
and recognizes that section 3 is a step in the right direction, we do
not feel that the present proposal completely meets the need for tax
reform in this field. It is our view that, since this is the first corrective
action that has been taken by the Congress to deal with the tax treat.
ment to be accorded such expenditures, it should be complete. The
inadequacy of the section 3 proposal lies in the fact that it only deals
with certain designated types of expenses in the legislative area, rather
than such expenses as a whole.

Section 3 as proposed does not resolve the fundamental administra-
tive and enforcement problem of the apportionment of ordinary and
necessary business expenses incurred for advertising between (a) those
which are deductible and (b) those which are nondeductible. This
omission points up the inconsistency and discrimination inherent in
section 3 as proposed. We believe that as a matter of policy it is un-
reasonable and unfair to allow as a deduction certain types of ordinary
and necessary expenses incurred in lobbying, ANhile disallowing other
types of such ordinary and necessary expenses. Such tax treatment
places emphasis on form rather than substance. Further, the need
for extending the deductibility feature of the present proposal to
advertising expenses is actually reflected in the statement of the Com-
mittee Report that tax revision in this area should be made on a basis
which would permit a true reflection of real income for tax purposes.

It is obvious that section 3 does not accomplish all of its designated
objectives. Equity and fairness demand revision of this section to
eliminate the discrimination it.perpetuates.

In this context, we would like to point out several of the many
problems and considerations which we feel should be taken into
account before tax reform in this confused ariea is completed.

First, suppose our company incurs expenses in advertising in local
newspapers to bring to the public's attention the efficiency of the
operation of our business and the low cost of our service in order to
(1) improve or at least maintain our sales position, (2) improve
customer relations, (3) increase the morale of our employees and
(4) improve the market for our stock and debt securities. Further
suppose, however, that 5 percent of the words contained in this ad-
vertising explain that lower rates for a competing energy supplied
by a competitor are attributable to a special tax advantage, percentage
depletion, Government loans at low interest rates, or other forms of
subsidies. If the mere publication of information is considered lobby-
ing within existing Treasury regulations, the question is whether
all, or any portion, of the cost incurred should be disallowed as a. tax
deduction solely because 5 percent of the language used may be inter-
preted as suggesting legislative action, even though the advertising
qualifies as an ordinary and necessary business expense.

Second, assuming it is possible to make a fair and proper allocation
of the expenses involved in this hypothetical situation, certain rea-
sonable standards, such as the primary purpose of the advertising,
the number of words or lines attributed to legislative references, the
nature of the legislative references, the overall effect on the general
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public, and other similar factors, would have to be applied and appro-
priate allocations would have to be made each year. Annual negoti-
ations with the Internal Revenue Service obviously would be neces-
sary. Such a procedure would increase rather than eliminate existing
administrative burdens, especially in view of the recurring nature
the required determinations and the indefiniteness of the standards to
be applied.

Third, we believe that when expenditures not only are ordinary and
necessary but also are reasonable in amount and when they serve the
best interest of our customers, employees, and security holders, they
should not be discouraged because they happen to take the form of
advertising.

Fourth, we believe that the tax law should not make a distinction
between ordinary and necessary business expenses incurred for adver-
tising (a) to compete with a nongovernmental competitor and (b) to
compete with a governmental competitor.

Fifth, we believe that it is not sound tax policy to permit the deducti-
bility of certain expenditures in the legislative area and to deny the
deductibility of similar expenditures in that same area.

For these reasons, we feel that the proposal in its present form does
not fulfill the entire need for legislative reform with which the com-
mittee is concerned. Accordingly, we strongly urge that the proposal
be modified to make clear that the cost of advertising incurred by a tax-
payer in the ordinary course of his business is deductible for Federal
income tax purposes even though the advertising may be related to
pending or prospective legislative matters. e feel that the admin-
istrative and enforcement problems and inequities which under the
present law require that the deductibility of legislative or lobbying
expenses be geared to the ordinary and necessary test provided for in
section 162. Accordingly, we urge your favorable consideration of
the recent amendment to section 3 of the House bill as offered by
Senator Hartke, a member of your committee.

The CHAIRMAN. Thank you Mr. McDonald for your very informa-
tive statement.

The committee will recess until 2:30.
(Whereupon, at 12:30 p.m., the committee recessed, to reconvene

at 2:30 p.m., this same day.)

AFTERNOON SESSION

The CHAIRMAN. The committee will come to order.
We are very much honored this afternoon to have the distinguished

minority leader of the U.S. Senate, Senator Dirksen.
You may proceed, sir.

STATEMENT OF HON. EVERETT M. DIRKSEN, U.S. SENATOR FROM
THE STATE OF ILLINOIS

Senator DIRKSEN. Mr. Chairman, I appreciate the indulgence of
the coemittee, and I shall not trespass upon your good grace and
time too long. At the moment, at least, I have three modest tens
I would like to bring to the attontidn of the committee.
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As I suggested earlier, if you are still taking testimony a month
hence, I shall invite myself to come around for some more testimony.

The CHARMAN. We shall be gladto have you.
Senator DIIRSEN. The first item, Mr. Chairman, relates to a bill

I introduced, S. 2716, to secure a tax exemption for a nonprofit cor-
poration in Illinois that concerns itself with the revision of tle
judicial article of the Illinois constitution.

(A copy of the bill referred to follows:)
[8. 2710, 87th Cong., 2d sess.]

A BILL To amend section 170 of the Internal Revenue Code of 1054 with respect to certain
organizations for Judicial reform

Be it enacted by the Senate and House of Representatve8 of the United States
of America in Ootigre88 assembled, That section 170(c) (1) of the Internal Reve-
nue Code of 19054 (relating to charitable contributions) is amended to read as
follows:

"(1) A State, a territory, a possession of the United States, or any politi-
cal subdivision of any of the foregoing, or the United States or the District
of Columbia, or any nonprofit organization created and operated exclusively
to consider proposals for the reorganization of the judicial branch of the
government of any of the foregoing to provide information, to make recom-
mendations, and to seek public support or opposition as to such proposals,
but only if the contribution or gift is made for exclusively public purposes."

SEO. 2. The amendment made by the first section of this Act shall apply to tax-
able years ending after the date of the enactment of this Act.

Our constitution is 92 years old, and to get it amended you have to
have two-thirds of all the votes that are cast by members of the general
assembly. That is an almost impossible task, and particularly so in
dealing with an abstruse matter that is not always of great interest to
the people. Yet the Chicago bar, the Illinois bar, and others know
that something has to be done.

In the superior and circuit courts of Cook County now, they are
hearing jury cases that were filed in 1955 and 1956, so those cases wei'e
filed 7 years ago and they are only now getting around to trial. Wit-
nesses disappear, litigants disappear, and we must improve otu
judicial system.

But 'to do it, you have to sell this idea to the people of the State.
The lawyers have tried to do it before, and it takes a very considerable
amount of money to campaign a State of 10.5 million people in orler
to arouse the electorate that this is in their interest.

Now, it is quite unfair just to ask good-spirited citizens to put up the
money and then not he able to get a tax deduction for the money they
contribute for the judicial well-being of the State. That bill addresses
itself to that matter. It only seeks to get tax deduction for cdntribu-
tions made to this nonprofit organization wholly and for no other
purpose than to secure judicial reform in the State of Illinois.

They have been tnrned down once before and the House bill does
not give them any comfort, because in the House bill is an item to the
effect that you can probably get deductions for so-called lobby ex-
penses where you ninke a presentation or an appearance, bat it does
not apply if you are out for the purpose of changing or influx fig
ptblic op hsi'io.

Well, this effort to improve our judicial system necessarily requires
that you -fnold and chatige and influence public opiifi6n in the Staite
of Illiffois. The bill is directed to that purpose.
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Now, I shall not bother you any longer about it except to say that
Mr. Louis Kohn, the vice chairman of the Committee for Modern
Courts-that is the name of the organization-the Committee for
Modern Courts in Illinois will be here and probably testify at some
length and fill you in on all the details. But I introduced the bill on
all occasions, and since it calls for a tax deduction I think it has a
proper place before this committee and I hope it will have good con-
sideration. With the permission of the Chair I submit for the record
a copy of the amendment which I advocate as well as an explanatory
statement thereon.

(The matter referred to is as follows:)
[H.R. 10650, 87th Cong., 2d sess.]

IN THE SENATE OF THE UNITED STATES

APRIL -, 1902

Referred to the Committee on Finance and ordered to be printed

AMIINDMENT Intended to be proposed by Mr. Dirksen to the bill (H.R. 10650)
to amend the Internal Revenue Code of 1054 to provide a credit for Investment
in certain depreciable property, to eliminate certain defects and inequities,
and for other purposes, viz: On page 27, beginning with line 3, strike out all
through line 9, and insert the following

"(B) in connection with any attempt to influence the general public, or
segments thereof, with respect to legislative matters, elections, or referen-
dums, except with respect to proposals for the reorganization of the Judicial
branch of a State, a territory, a possession of the United States, or any
political subdivision of any of the foregoing, or the United States or the
District of Columbia."

(b) Section 170(c) (1) (relating to charitable contributions) is amended to
read as follows:

"(1) A State, a territory, a possession of the United States, or any
political subdivision of any of the foregoing, or the United States or the
District of Columbia, or any nonprofit organization created and ol)eratel
exclusively to consider proposals for the reorganization of the judicial
branch of the government of any of the foregoing, to provide information,
to make recommendations, and to seek public support or opposition as to
such proposals, but only if the contribution or gift is made for exclusively
public purposes."

(c) Effective date.-
(1) In ge)ral,.-Except as provided in paragraph (2)), the amendments

made by this section shall apply to taxable years beginning after Decem-
ber 31, 1962.

(2) Gont'ibutflons relating to judicial reorgan ization.-The amendments
made by subsection (b) shall apply with respect to taxable years ending
after December 31, 1061.

DEDtUc'TONs OF CONTRIBUTIONS RELATING TO PfOPOSALS FOl JUDICIAL
REORGANIZ AT ION

The attached amendment to H.R. 10650, the Revenue Act of 1062, now pend-
Ing In the Committee on Finance, would amend section 3 of that bill to provide
expressly for deduction of contributions to orgafitations concerned exclusively
with itfiprbVements in time administration of justice and of certain business
expenses incurred in cottnection with the proposals for reorganization of local,
State, and Federal coffrts.

Section 3 of HI.R. 10650 would provide a liffited deduction for expenses
Incurred in direct cotitection with appearances before, or for statemeflts or
comuiillhations to, committees and individual Members of Congress and of
State or local legislative assemblies-if such amounts would otherwise be an
ordiniry and necessary expense Of a trade or business of the taxpayer. There
is an express dental of dedUction, however, for expenses incurred "in connection

82100-02-pt. 5-10
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with any attempt to influence the general public, or segment thereof, with respect'
to legislative matters, elections, or referendums."

Improvement of the administration of justice can be accomplished in man
States only by the adoption of constitutional amendment, which has been con.
strued by the Internal Revenue Service to Involve legislative activity. For this
reason, "action" organizations dedicated solely to effectuating reorganizatio-
of courts in the various States will not be given tax exempt staLus which wou1(
permit deductibility for Federal income tax purposes of contributions In support
of their activities.

Denhil of deductibility for such purposes would severely handicap effort
throughout the Nation to modernize State court systems. Accordingly, thi
American Bar Association, the American Judicature Society, the Illinois State
Bar Association, and the Chicago Bar Association have urged enactment of
legislation in conformity with this amendment to H.R. 10650.

A Judicial amend nent to the 1870 Illinois constitution Is to be submitted to
referendum at the November 1962 general election. It Is crucial that passage of
the proposed legislation approving deductibility to be expedited so that funds
be avalhblble for an Intensive educational program informing the public of the tir.
gent need for tile approval of the aniendmnent. This will require the exl)eni(lutre of
substantial funds for staff, publicity, literature, and other campaign essentials,
in tine to facilitate adoption of the amendment by the voters. The problen
Is not confined to Illinois, for In 1962 the following States will also submit consti.
tutional amendments to the electorate for the purpose of improving the State's
judicial system. These are (with dates of voter referendums)

Colorado: November 0, 1962 (general election).
Iowa : June 4, 1962 (special election).
Nebrask-l : November 6, 1f2 (general election).
North Carolina : November 6,1962 (gerjeral election).

Bar and citizen groups are also working In Michigan, West Virginia, and
various other States toward formulation of proposals for modernization of their
courts but these have not yet reached the stage of submission to the voters.

The adoption of the proposed legislation would be a major forward step and
stimulate the widespread movement for modernization of our State courts, and
help immeasurably in bringing about marked Improvements in the administration
of justice throughout the Nation.

Senator )IRKSEN. It will he so much b%-tter if it can be incoi'poratd
in the bill before it leaves the committee. I know the difficulty of
amending a tax bill when it gets to the floor of the Senate.

So in the interests of favorable consideration, I trust that can be
(dlle.

Now, time next nater, Mr. ('hairnman, relates to a bill, S. 2666, which
I introduced in this session. It. has a ver~y simple. purpose,. and that is
to exclude f'omgross income any gain realize from the sale of n
pt'incipal of1 a. prima , resident 1)y a person who is 60 years of age or
older.

(.A copy of the bill referred to follows:)
(S. 2666, 87th Cong., 2d sess.]

A BILL To nmnend the Internal Revenue Code of 1954 so as to exclude from gross income
Itgaln realized from the sale of his principal residence by a taxpayer who has attained the
age of 60 years

Ilc it cnactcd by the Senatc and House of Reprcsentativea of the United
States of lmcrica in Conwgrs88 assembled, That (a) part III of subchapter B
of chapter 1 of the Internal Revenue Code of 1954 (relating to items specifically
excluded from gross income) is amended by renumbering section 121 as 122,
and by inserting after section 120 the following new section:

"SEC. 121. GAIN FROM SALE OR EXCHANGE OF RESIDENCE OF INDI-
VIDUAL WHO HAS ATTAINED AGE 60.

"(a) OENEIt. RviL.-In the case of an individual, gross income does not
include gain from the sale or exchange after December 31, 1901, of property
used by the taxpayer as lls pi'lihepal residence, if-
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"(1) the taxpayer has attained the age of 60 years before such sale or
exchange occurs, and

"(2) such property has been used by the taxpayer as his principal resi-
dence for a period of not less than 5 years at the time such sale or exchange
occurs.

"(b) PROPERTY HELD JOINTiy BY HUSBAND AND WIFE.-In the case of prop-
erty held by a husband and wife as Joint tenants or as tenants by the entirety,
the age requirement contained in subsection (a) (1) and the use requirement
conitined in subsertion (a) (2) shall be treated as having been met by both
the husband and the wife if it is met by either spouse.

"(c) PROPERTY U7SED IN PART AS PRINCIPAL RESIDENCE.-In the case of prop-
erty only a portion of which is used by the taxpayer as his principal residence,
subsection (a) shall apply to so much of the gain from the sale or exchange
of such property as is determined, under regulations prescribed by the Secre-
tary or his delegate, to be attributable to the portion of the property used
by the taxpayer as his principal residence.

"(d) INVOLUNTARY CONVERSIONs.-For the purposes of subsection (a), the
destruction, seizure, requisition, or condemnation of property, occurring after
December 31, 1961, shall be treated as the sale or exchange of such property."

(h) The table of sections for such part is amended by striking out
"Sec. 121. Cross references to other Acts."

and Inserting in lieu thereof
"Sec. 121. Gain from sale or exchange of residence of individual who has

attained age 60."See. 122. Cross references to other Acts."

SEC. 2. (a) Section 1033(h) of the Internal Revenue Code of 1954 (relating
to involuntary conversions) is amended by adding at the end thereof the
following new paragraph:

"(3) For exclusion from gross income of gain from involuntary con-
version occurring after December 31, 1961, of residence of taxpayer who
has attained age 60, see section 121."

(b) Section 1034 of such Code (relating to sale or exchange of residence)
Is amended by adding at the end thereof the following new subsection:

"(k) CROSS REFERENCE.-

"For exclusion from gross income of gain from sale or exchange after
December 31, 1961, of residence of taxpayerr who has attained age 60,
see section 121."

SEC. 3. The amendments made by this Act shall apply to taxable years be-
ginning after December 31, 1961.

Senator DIImKSEN. Obviously, we would like to have our senior citi-
zeus go it on their own and protect their pride, insofar as possible.

Yet at the same time, under existing law, we put a penalty on
them.

Here is a family that starts out in life, they raise a family, the
youngsters ma,','y off, but while they are growing up, usually father
and mother expand the house or buy a larger one. Then as the
family looks a ter its own family chores here is an aged couple, or
maybe a widow or a widower with a rather substantial residence on
hishands, on which he has to pay inaintenance and taxes. le could
live in a far more modest home and yet, if he sells his home, if he
takes advantage of what inflation we have had in the real estate fharket,
lie is subjected to a capital gain, and in so doing, obviously, you
diminish his cash resources and the opportfdity to use that cash to
improve his own lot.

I think it is only in the interest of equity and fairness and comin/n-
sense if we give them a break and say, if you are 60 and you have
lived in this home during the last 5 years so thait it is your prioiPial
and primary residence, and then you sell it because you do h'ot need
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this room any longer and you can live cheaper, I think we could ex.
clude that from the provisions of the capital gains section of the In.
ternal Revenue Act.

That is how simple that bill is.
Senator BENNmTT. Mr. Chairman, while my friend is shufflin his

papers, I would like to remind him that if this bill passes wit iout
that provision in it and your aged friend sells his home, then he will
pay the profit at ordinary income rates, no longer at capital gains rateIs that not right I

Senator DIRKsEN. Well, whatever tax provision applies, I want to
give him a break. I think it is one of the best and most constructive
things we can do for the senior citizens of the country.

And may I say, Mr. Chairman, I introduced this as a result of a
hearing we held in St. Louis. I am a member of the Committee on
Aged and Aging. So is the distinguished Senator from Utah, and he
has attended some of the meetings around the country. We had a
whole courtroom full of people and I talked with many of them.

Some of their suggestions, of course, you just could not accept. But
here was a suggestion which I thought was extremely good, and after
I introduced it, I noticed that the editorial response in different sec-
tions of the country was excellent. I do not want that to influence
the committee particularly, but I do hope it can be done.

Now, neither the Treasury nor anybody else can give me a hint
as to how much revenue will be lost as a result. I apprehend it will
not be too great, and certainly the benefits that inure to our senior
citizens wilImore than compensate for what modest revenues may be
lost. So I commit this to your good keeping in the hope that this also
can be added to and enrich the bill that is presently before you.

Now, I have one other item, Mr. Chairman. I shall not let that
take too much time, either, but it relates to section 4 in the bill, with
respect to gifts. Of course, as it is written today, it is going to catch
these people who manufacture inscribed advertising specialties. That
provision is found on page 28 of the bill that is before you, section
274 (b) relating to gifts. .

Now, it is al-encompassing and obviously even a minor gift, even
though it be an advertising specialty, is going to have to be included
within that gift provision.

Now, I brought my own props along. You see, we have thousands
of people engaged in the business of manufacturing these advertising
specialties. This was gotten out for a lumber company and I sup-
pose it is a potholder. It has no trade-in value. You cannot sell it.
It is inscribed with-the name of the advertiser, and yet it comes within
thtt gift section.

Now, you see, this ought to appeal to every farmer, Acme Feed &
Seed Service, Jonesboro. Now, that is a gift and they are going to
have to do an awfil tall 16tof bookkeeping if a lot of these th ings are
aeqnired and given away, anid it is going to add materially to their
diffictulties.

This is a gift. You see, it is very practical. If you have a grand- I
child, you just take this prop picture out and pht yoldr grandhild's
picture in. But it has not anything more than a modest aimfttht of
intrinsic value.
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" Now, there is an ashtray. That is inscribed for the U.O. Coates &
" Co. You see, actually these are advertising specialties. They have

no trade-in value. They are not like Cadillacs. They have no in-
trinsic value, they are not like mink coats. And the fellow who gives
these away gets the principal benefit. So I do not know that you can
call those gifts particularly, in the contemplation of the revenue
statutes.

That is a little desk calendar and a blotter. I do not know what
that is worth, maybe about a quarter, but intrisically it comes to your
desk and you look at it, you say, well, that is from the Carlson ,
sirance Agency. I cannot imagine that the Government is goi-l'. r,
put a gift tax on these things.

For all I know, this may be one of those things you put in your car
to indicate the mileage when your oil is changed. But it is a gift
and cumulatively, it is going to have to come under section 274(b).

Now, I have lots of other gifts here. That is another thing to
put on your desk, just a desk calendar, but it has advertising value and
virtually nothing more.

Now, this is probably the most useful of the lot. I am sorry I did
not bring one for every member of the Committee, but you see, it is
inscribed, too, there.

But the chances are 100 to 1 that after you have finished with a desk
pad, you do what I do, you shove it off in a corner and then you do
not see it any more, so really, you do not have any great gift value
in it.

You see, that is inscribed, too. That is a very useful item, but
actually that is an ice scraper for your windshield.

Now, are we formally, in a tax bill, going to call that a gift? Well,
all of these, cumulatively, have to enter into the books unless this is
modified so that you make an exemption or exclusion for advertising
specialties.

This is a little gadget you use instead of your forefinger to use the
telephone. Intrinsically, it has no value at all, and yet it is a useful
gadget. Yet if you do not accept it, it is a gift, and cumulatively, as
I read the bill, it is going to have to be included.

Finally, I have this little gadget. You would think I was going out
to ti airport. I do not know what that is worth, maybe 50.cents,
but it has advertising in it. You can dump some papers in it and
set it off in a closet and maybe you will not see it for 2 or 3 months.
Bot you cannot trade it in and it has no gift value as such, because
the fellow who gave it. Tuyotrexpects you to have it around and say,
well, look, that is from the so-and-so insurance agency. You get the
advertising.

Now, there are .0,0O0 or 100,000 people, mostly girls, who are en-
gaged in this business. It seems to me that if you want to hike up
biulsness and 'mrike more business andgenorhte. income so thfit the in-
come can be had, I thifik this committee wild be wise indeed if they
undertook to make thiit exceptibin in section 274(b) and simply ex-
clided adverti In specialties 6f6 gifts.

Now, Mr. Chairmant, I have covered three i nportafit items. I am
Sorry I have not more, but I do not want to tAke to i ihtime of the
committee and I shall cOte back for some of the othBr things.
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4enit or ( ',rl.s ,o. Mr. ("hlairn Pllt, oil this point, I think it is interest.
il 11), t otv I Int he matter that lla been diselssed by our distinguished
1111 1 it ]lel(Ir ,gilel ies V('I'V sp(c'ilienallI thut 11o d('ledut ion shall be

;llwlwf ill ,sec,'tioi 212 for' ,ifts naide'direetly 01 ilirectly to 1t1y
ilIli i(lllil to tlie extntll lhat such expense, when added to piOr ex.
Im-lV(,5 oft' '. t'lxaV'er for gifts Iliadth to stich taxpay er exceeds $25.
i lint 4eelils 11) t 1(, to I e it voi Y low li"Ill'e, I Itm5lll'e ,ol.

Senor 1) Imi(s :N. Iln(eed so. I lave trollble liiderst andl llfig that
;aI lst l lse ' v itel lIit (ri m e. fillt its I wrest led with, it, I felt that was a
Itrri Iile liialita iol, )arltiularly so ill this (lily and age, when even
Iws lit(I lt gadgets cost money to produce.

So I 1o ()lot ask tll(' (olmlittee to give flile a t coinitment today, but
1111t 1 Ihope that---I earnestly lope that you will modify that. section
.It)l 1I( ge('leolrsly by t Iese other items.

slli or W iIIAms. I might, say to tlhe ninolrity leader that, perhaps
t his is I Iarvard language li)1d may need a little revision.

S('ater l) I rlisw:-. I lar\vard language ()fh, yes; I would go further
lilti yt and say it light he Oxford language.

SvIeltor Hun' .M1. (hairman, I would like to inquire if the gil'.
illr of a .oinitllnelt by a Iethelr of this colltiintee to support the
nntjoity leader constitifes a gift in excess of $25 in value?

Semn tor )IKsEsN. That I would not know.
Now, I hope you will not regard it as influencing the coinmittee if I

leive these usehil little items, because 1 am going to leave them here
with the staff. Some of them may cook and need a potholder. A
member ay have a child or grandchild and might like to have that
jiu'trie frame. 'hen, of course, the rest of it I shall leave for the
stall', and may tile record show that it was not done to influence the
committee .

Mr. Chairmian, I thank you very much.Th'ie CII AII,,-. Tlhankl you, Senator Dii'ksen.

Senator DIIRSN. Now'Mr. Louis Kohl of Chicago will testify oi,
this very important item'later this aftertioon. I thank all the niee-
l)els of the committee.
The 1,11111MANC. Thtch: you veryN. much. Yotr remarks will have

t he full collsideratiotl of the committee.
The next witness is Ml. M. W. Armistead ]II, of the Ameriiu

Newspa per Publishers Association. ,

T wtild like to say that M'r. Arinistead is from Virginia and is one
of the most outstanling plullishers in the United States. He rel)re-
selts at this hearing today tle American Newspaper Publishers
Association.

STATEMENT OF M. W. ARMISTEAD III, AMERICAN NEWSPAPER
PUBLISHERS ASSOCIATION

M'1. u\rmls'ri.n. Thank you very nI uch, Senator.
,M1y name is M. W. Armistead III. I did not come here hearilg

gifts, I am sorry to say, bitt I do want to talk a little bit abobltadvertising. .

I am the publisher of the Roanoke Times and the Roanoke World-
News. I am chi'man of the Federal Laws ComMittee of the Ameini-
can Newspaper Publishers Association aifd I appear before your 'om-
mittee to mrge revision 6f section .3 of the tax reform bill, H.R. 1060.

I19-1,',
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Ii its present form, this section would prohibit tax-deductibility of
exi)n(itures for inst itutiiitil advertising but 111(1 -ecognize
the eost of lobl)ying.

Tie ANPA is a trade association incorporated under the laws of the
Stite of ,New York. Its membership comprises more than 850 daily
nt,,wsjapers, ranging from (iIr('lhlt lols of les. than 5,0(0 to llOre hall
I illion per day.

Our members have Imore than 00 J)ereent of total daily nmwspapelr
cireiulatiolm in the IUmited States.
Eacll of these members hIs a very real and directt interest in the con-

,' leratton being given )y your committee to income tax reform. This
is especially so with respect to the proposed discriminatory treatment
of advertising costs by administrative agencies in their determination
;s to whether or not those costs should( fie treated as an ordinary and
necessary business expense.

Section 162 of the 1954 Internal Revenue Code, in referring to trade
or business expenses which are deductible, does not specifically men-
tion advertising, but states that all the "ordinary and necessary ex-
penses" of a business may be dedutted. Similar language was in the
199 Internal Revenue (ode and the previous codes.

Tnder the present state of law, as interpreted by the I.S. Supreme
Court, Federal authorities have set themselves up as censors of in-
formation disseminated in the form of advertising and as judges of
what messages to the public constitute necessary advertising related to
the taxpayer's business.

And now section 3 of bill H.R. 10(60 passed by the House proposes
to put a congressional stamp of approval on censorship by taxation.
The bill would allow businesses to treat expenses ill connection with
lobbying activities as a tax-deductible itemn, but it would forbid the
tax-deductibility of advertising expenditures for the promotion or
defeat of legislatiow--even if tie business life of a firm is at stake.

Should this bill become a law as it now stands, the net effect would
be to sanction lobbying costs and expenses of direct contact with
legislators but it would disallow expenses of taking the same message
to the public through advertising. Involve(] here is the encroachment
of the Government on the people's right to information affecting the
public interest.

A. business firm wishing to back a local school bond drive through
Advrtising or letters to its employees, for example, cdtld not deduct
tHie expense involved.

A company whicli feels that its back is to the wall with respect to
proposed legislation could not take its fight to the public and show
tiose activities as leiitimote expenses for tax purposes. But indi-
vidtial lobbying, by the coinpany, including pay to lawyers to appear
and other costs, wold be considered tax deductible.

It is plainly apparent what is involved here. Institutional adver-
tising is, essentially, directed at the American public and only indi-
rectly at. the individual Members of Congress. Lobbying activities
are generally in the reverse direction: to influence individual legis-
lators.

The net effect of the present proposal would be to segregate the put b-
lie-which should be best informed at all times-from the issues that
coinebefore Congress and which have much inflttnee on the every-
(lay lives of the American people.

1(049
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The concern with this basic issue is clearly shown by the numerous
editorials in many newspapers of all sizes in all sections of the coun.
tory. We are sulhplying copies of a selection of these editorials for
tyour record of this hearing.

Newspapers are not alone concerned with this proposal. The ad-
vertising business generally is disturbed over what seems to be a lack
of knowledge in some Government circles either of the tremendous
force of advertising upon our economic welfare or the harmful effect
of regulations by Federal agencies upon that tremendous economic
force.

Those high in Government for many years have urged the use of
advertising to counteract recessions, to 'fight inflation, to sell U.S.
savings bonds, to save our forests, to mention but a few. They want
the aid of the Advertising Council but some of them are cool about
the lifeblood that permits the council to exist.

There is an ironic note to all of this. Recently, President Kennedy,
addressing the Advertising Council, complimented members of the
council on their fine public service advertising and urged them not
only to continue it, but to produce advertising in behalf of his in.
ternational trade program. No one present asked the President if
such advertising would be tax deductible. It is a pertinent question.
If this bill passes, the chances are good that it would not be recog-
nized as a tax deductible business expense even though such adver-
tising would contt, ibute to public undterstanding of this important
matter.

From the standpoint of our national welfare, the right to free speech
and to have a free press beconies of paramiount importance when
related to issues that are or may become the subject of legislation,
because it is precisely these issues in whikh the public interest is
vested.

One of the basic cornei'stones of our system of government is an
inforibed electorate. This in turn is dependent not oi-ly upon the right
to acquire knowledge but to impart it, whether the issue be the merits
of the free enterprise system as against those of the communistic
system, the merits of privately owned as against State owned business,
whatever the nature of the business may be, or the merits of any other
(lilestion of vital public interest.

It is a nAtter of seriotis concern, n, therefore, that it. is precisely here
in the area of public pr6liy, the most vital of all areas pertain'ing to
011V life as a nation, that the taxin power is used to exact. a penalty
on the exercise of one of our most ehorished rights by those most com-
)etent to speak and inform the public.

The manigomelit and the board of directors of any American
business know what is justifliible as an. "ordinary and necessary" ex-
p)enspof the business.

Substituftion of judgment by a Government administrative agency
for the jUd mnt of responsible business is ineompittible with our
basic Aml'ifan freedom.

So long as Congress permits the taxing anthtiltles to censor ad-
vertising by determining wvhat kinds of advertising are ordinary and
necessary to a business, it is assisting the Govetil'ilmit in curtailfg
the opportunity for the acquiition of knowledge by the people in
respect of the condict of their Government's affairs.

1950
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Aecordinl, .we respectfully urge that. your committee reject, the

lanumlage in Seet m 3 of -T.R. 10650, and instead recommend language
ivlh7h will clearly y )ernlt a business to choose its own way to tell its
stor-y to the legislative branch of Government and to the public,
free from tax penalty on the method it chooses.

The remedy is at hand. Bill S. 467 by Senator Hartke of Indiana,
now in your committee, or similar language, would accomplish exactly
that. Cosponsor of that bill is the senior Senator from Oklahoma,
Senator Kerr.

I111 thank you for the opportunity to present the views of orassoeflittol.
I The CHAIr.xx. Thank you, Mr. Arnmisteaci.
Are there any questions ?
Senator Jtovor,,s. Mr. Chairman, I would like to ask Mr. Armi-

stead, what is the present practice as regards institutional advertising
which has a political implication? Can it be deducted from taxable
income?

Mr. A ISTMEAD. If it. is designed or, in the opinion of the Internl
Revenue Service, is to Influence, or affect legislation or perhaps regula-
tion by Government, I believe it is not, Senator Douglas, by a deci-
sion ot the Supreme Court.

Senator DovuLAs. But ordinary institutional advertising, devoid.
of a politic content, is regarded as a business expense, and hence is
not subject to taxation, is that correct?

Mr. ARmiSTEAD. Yes, sir. I think that is correct, so long as it
comes within the purview of ordinary and necessary. Of course,
that, is subject to interlpretation.

Senator DoUG, AS. So the problem is for the courts to draw the line
as to where the influence upon legislation or elections begins, is that
true?

Mr. ARMISTAiD. I believe, sir, that the decision is made initially
by the Internal Revenue Service. When somebody objects to that,
of course, it does go before the courts for examination.

Senator Douoals. Frequently in elections, some will emphasize
the importance of a balanced budget which a certain political party
tries to appropriate as its own. Under those conditions, what have
been the deisfons of the Internal Revenue Bureau? Have they held
that that had a political overtone or undertone, or have they said
this is merely a contribution to economic stability which it is proper
for business to promote?

Mr. ARMISTEAD. Senator Douglas, I am not aware of any decisions
on thfit specific point. If I can "ind any, I shall be glad to send them
to you, sir, for the record.

Senator DOUGLAS. I would like to find out about that because wefind those ads very frequently occurring close to election time. I
have always fslt they were not totally dissociated from politics.

Do you know of iny cases where inst-tutional advertising of this
nature has been rejected as not being tax deductible or income
deductible?

Mr. ARmisnAD. I believe, sir, there have been some cases involving
some electric power companies, and also I believe a case involving a
liquor company.
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Senator Douo, As. Oil a fixed price, you mean, or resale price

Mr. AnIs'rEM). No, sir; in the liquor case I believe it was a ques-
tion of their taking a position in a referendum which would have
dried up the area which they served, as I recall.

Senator DouLAS. Was that a tax case, or what? Was the question
whether it should be included in the costs to be met out of rates? Can
you remember?

Mr. AIRHISTEAD. I do not remember.
The CIIAIJMAN. Any further questions?
Senator CARLSON. Mr. Chairman, I was trying to find but have been

unable to locate at the present, a very excellent statement on institu.
tional advertising. The witness, I believe, was Professor Haring
from Indiana last. week, and I appreciate your comments, Mr. Armi.
stead, because I think they confirm what he stated before this com-
mittee.

1' r. AR MISTEAD. Thank you.
Senator BENNvFmI,. Mr. Chairman, just for the record, when one

political party abandons a, good ecoitoinic concept, I am sure there
is no reason why the other l)oliteal party could not, adopt it.

Do you remerfiber the words on the masthead of the Denver Post?
Senator DOULAS. Will the Senator yield?
Senator BENNETT. May I finish this
Senator DOUiLAS. Certainly.
Senator BvNN-r. Do you remiofiber the words on the masthead of

the Denver Post?
Mr. AwUMISi'TAD. No, sir; that is a little far removed from Roanoke,

Va.
Senator BENsErT. I wish I could remember them exactly, but it

said something like this, sir:
"Oh, Truth, when deserted by everybody else, make this thy dwell-

in placee" , 
1'Ir. ARMISTEAD. Yes, I do remenber that.
Senator BNNErTT. I think that goes for the balanced budget.
Senator DoroLAS. It is always a matter of marvel to me how our

Republican friends try to embrace all the virtues in the world and try
to identify them with the Granf.d Old Party, and ascribe to the Demo-
crats by implication all of the vices.

Senator BENNETM. We have been well taught by our Democratic
friends.

Senator DOtOLAS. I will say that the Denver Post made itself into
an extremely good paper. Bitt in the days whefi Bonfils and Team-
mni tan the Denver Post it kept justice holed Up within its walls.

Mr. AnsnSTD. I would like to say that the American Newspaper
Pub] ishers Associfttion, Mr. Chairaftn, is ndhpartisan.

The CHAIRMAN. Thank you very much, sir. The reproductions of
(lhe 13 newspaper editorials attached to your prepaited statement will
1)e i(0srtcd in fe record.

1952
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(The editorials referred to follow:)
IFrom editorial page, the Press-Chronicle, Johnsion City, Tenn., Mar. 1, 19621

STILL COUNTENANCING CENSORSIIIP BY TAXATION

For some years there has been much controversy over a "censorship by tax-
ation" ruling imposed by the Internal Revenue Service. It holds that a business-
man, in making out his tax returns, cannot deduct as a business expense the
money he spent trying to infifience legislation.

Sow, a House committee has tentatively decided to take steps to guarantee
the right to speak without incurring heavy tax penalities. And the danger Is
that people may come to believe that the committee recommendations properly
and adequately take care of this manifest injustice.

They do not. They go only a part of tle way-and a small part. Specifically,
they would allow the deduction only of expenses incurred in connection with
legislative appearances"-that Is, in giving formal testimony before legislative
bodies. Such appearances, obviously, are a relatively minor means of reaching
the public with one's views pro or con on legislation. Still nondeductible, for
emniple, wotild be newspaper advertisements a businessman might use to discuss
such matters as zoning ordinances and taxes, or letters and pamphlets mailed to
employees and stockholders about some issues with legislative overtones.

One bill-the Iloggs bill-would revoke the IRS ruling and truly assure freedom
of speech and petition. Until such a bill is passed, we will continue to have
"censorship by taxation."

[From tho Dally Times.CAIll, Longmont, Colo., Mar. 12, 1962]

EDIV'ORIAL: WORKING ON A WASHINOTON-DESIGNED BLINDFOLD

One of these days, the "ivory tower thinkers" and the overfed philosophers of
the we-know-what-is-best-for-you school are going to be amazed at the reaction of
the general public.

Right now, in the House Ways and Means Comtiiittee, there Is strong indication
that careful preparation is being made to assure that a new nail is being driven
in the coffin of the people's right to know. This is one of those perpetual prob-
lems to certain of our elected representatives, who are happiest when the people
knmow less and less.
It is both very simple and very clever. The key to the entire philosophy was

roieed in 1819 by Chief Justice John Marshall: "The power to tax involves the
lower to destroy."

By very carefully planfiing a provision to disallow any tax deduction for in-
%titutional advertising about pending legislation, the sponsors can be sure that
a major step is being taken to keep the public in the dark.

If a business organization is deeply concerned about some proposed legislation,
why should it not be permitted to advertise its position tothe public?

The proposed bill will permit deductions for the cost of travel, preparing testi-
mony, appearing at legislative hearings, or communicating with legislators. In
illain, simple language, that merely means that you can lobby the representative,
but you cannot tell the general public about the issues involved.

This all began in 1959, when the Internal Revenue Service refused to allow
the expenditures of two concerns that sought to prevent the enactment of State
laws which would have put them out of business. One of the key points of the
battle was that advertising totell their side of the story was not considered tax
tienipt.

We believe that despite our friends with the ever-ready cloak of secrecy, the
American people have a right to know. If they are sufficiently concerned about
legislation, they will make their voices heard.

If we have to make something nondeductible, let's disallow the lobbying cost
and allow necessary expenses to tell the story to the American people.
If you agree, write to your Congressman.
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(From Dtuluth (Mmin.) Herald, Mar. 13, 1062 j

Bim.i, To UNDJ BUSINESS DEDUCTIONS: AD TAX BENEFIT TIIREATENED

(By William Sumer of the Herald Washington Bureau)

\\'ashington.-Tlie adhifilstration's tax revision bill contallis, flmong other
controversial provisions, a clear-cut and ruthless curtailment of freedom of
speech.

III this so-calle(l tax refo'im bill, reductionss for the expense, of appealing to the
P1lllc II regard to legi slatloI-locai, State or Natiola-will not be allowed for
tWx )trI)ose8.

opponentss of this particular clause refer to it as censorshill) by taxalloti, lnd
that doesn't seen to be an exaggeration.

It as Included In the bill at the behest of the Treasury Department. Legis-
littlve appen rances, or lobbyltig, for or against legislation would be considered

deductible expenses. But apltealing to the public through advertising, news.
letters or other means cani not be consideredd i business expense. This would be
true even though the business involved is directly alfected by the legislation.

A fhm wishing to back a local school bond drive through advertising or letters
to its eml)oyees, for example, could not deduct the expense Involved.

A (,olpithy which feels that Its back Is to the wall In regard to proposed legs.
Intlion can't take Its fight to tile public and consider Its activities legitimate ex-
l)e(llIC.

A compitny which wished to take a public stand in favor of free enterprise or
against backdoor spending would find itself with an unhappy ruling by the
Internal Revenue Service.

The history of this bit of tax reform began 3 years ago In the State of
Washlifgton. A liquor dealer there fought a pending local option measure by
recans of newspaper advertising. IRS agents ruled that this was not a deduc-
tible expense. Though there was nothing In the IRS Code to back this up, the
Supreme Court ruled against the liquor dealer.

Then there were some battles between public ad private utilities being waged
in all forms of commtfiliatloni media. Internal Revenue began moving In on
the private utilities with the backing of the cOurt decision, and the process of
stiflifig an opposition voice set in.

The tax reform bill puts In black and white an even less ambiguous admonition.
And in the case of public vs. private utilities tihe tone may have been set this
past week with a two,-page advertising spread In a national magazine in behalf
of the Rural Electrification Adminilstihtloh. This was financed, of course, by
tax money. An answer will not be deductible.

One of the strangest roles in these proceedings has been played by Representa-
tive Hale Boggs, Democrat of Louslana, the majority whip and a member of
the House Ways and Means Conlitttee. He had sponsored legislation which
woil~l have alinwed such deductions and declared that this wast the American
way.

"To deny such speech," he said at the time, "is to deny the very essence of the
democratic process."

Boggs, however, has fallen into line. The vote on the subject in Ways and
Means was by strict party division. An amendment by Representative James
Utt, Republican of California, which would have permitted such deductions was
killed by Boggs and the rest of the Democrats.

Utt describes It as another move in the direction of the Big Brother state.
Boggs Is disinclined to discuss his change from that of flag-waving champion of
free speech.

There was an Ironic note to h1l this during tile past week. President Kennedy,
addressing an advertising group, coimpllinented them on their fine public service
advertlsing and urged them to not only continue It but to produce advertising
In behalf of his trade program.

No one asked him If such advetislng would be deductible, for there are few
In the business who know what Is abnt to hit them. It would not, of course,
he deductible as a business expense, but perllapt the administration wants these
men to put up a kitty, oitt of their salarlos or co|lphny earnings, out of patriotic
Impfi.-e.
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(From editorial page, the Oregonian, Portland, Oreg., Afar. 14, 10621

"$,EEPEt" TAX BILL

The administration's new comprehensive tax bill, now in gestation in the House
of Representatives, should have minute examination.

Take, for example, two provisions that may appear relatively minor. One
would specifically authorize the deduction as business expense of the cost of
lobbying on legislative issues directly related to a firm's interest. But another
part of the law would outlaw such tax deduction of expenses incurred in seeking
to influence legislation through advertising.

In short, it would be a legitimate business expense to carry your's firm's views
on legislation to Congress or to the legislature, but not so to carry them to the
'public through advertising in newspapers and magazines.

The question of deduction of expenses of lobbying and advertising on public
issues was first raised by the Internal Revenue Service a few years ago when it
refused to allow deductions of expenditures by two liquor firms in the interest
of defeating legislation that would have put them out of business. The U.S.
Supreme Court in 1959 upheld IRS in both cases, and the IRS has spelled out
the position in its regulations.

The House bill would remove this restriction on a firm's freedom of self defense
only in the particular of direct lobbying. It would make a distinction between
talking to your Congressman and talking to the pUblic, to the disadvantage of the
latter approach. Such distinction has no support in reason.

This is a sample of the issues of consequence that may be found in great number
In this omnibus package.

(From editorial page, the CdlIforninn, 3akersfileld, Calif., Mar. 14, 10621
A DIscoRIMINATORY AND DANGEROtla BILL

A piece of legislation is now before Congress which Involves such drastic and
discriminatory provisions inimical to the right of the people to be informed that
its defeat should be the primary order of business. We refer to the provisions
of the so-called tax reform bill which relate to the deductions that may be made
for expenses related to supporting or criticizing legislation.

The manner in which these provisions are written would in effect prevent an
open and forthright effort one way or the other, but would exempt lobbying from
the taxing formula. The net result would be, as one critic observed, to force the
taxpayers to pay for lobbying while dening a business or industry the right to
deduct advertising expenditures for the promotion or defeat of legislation.

A deeper pfineiple involved here does not readily lend itself to-immediate per-
ception but it is present and this matter may set a precedent that would be vastly
Injurious to the freedom of choice now offered by newspapers and other media
to advertising. The encroachment of the legislature on the people's right to in-
formation is also involved.

As one informed observer has noted, these provisions would sanction lobbying
costs and expenses of direct contacts with legislators, while denying the right
to keep the public itself informed regarding the issues involved. This is a point
that every citizen, interested in his own freedom and the right to be heard on
legislation introduced in legislatures, should mark well and he should not delay
in informing the Members of Congress of the unfairness and danger of this
proposal.

Ile way well observe that if Congress passes a law preventing a business from
taking its case to the public in an effort to survive the threat of injurious legisla-
tion, Congress will be permitted in the futfare, on the basis of this precedent, to
apply the same restrictions to the individual, with obvious effect on his freedom
and security.

iFrom editorial page, the Daily World, Tulsa, Okla., Mar. 14, 19621

PENALIZE INIrIATIVE, SUBSIDIZE LoniEs

When it comes to enacting reforms in Uole Sam's almost indecipherable in-
come tax statutes, Congress invariably approaches remedies in round-about ways.

Under consideration before the House Ways and Means Committee is a tax
"reform" measure specifically precluditngdeductions from income taxes of funds
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spent on institutional advertising seeking to influence the course of legislation
before the Congress.

However, in taking this slap at industries, associations and trade groups, the
committee wants to permit tax deduction for expenses involved in maintaining
active lobbying forces in congressional halls.

It is readily apparent what is involved here. Institutional advertising is,
essentially, directed at the American public and only indirectly at the individual
Members of Congress. Lobbying activities are generally in the reverse direct.
tion: to influence individual legislators on legislation.

A prime example of what is involved can be foUlld in the case of the private
power companies, in association, who for some years have been investing in
institutional advertising expounding the actual and real problems resulting from
the encroachment of public power production and distribution. The Internal
Revenue Service has forbidden the utilities to assume these expenses as business
deductions in reporting income. The legislation before the Ways and Means
Committee would extend this administrative decision into law. Congress seeks
to give it tax break to the lobbyists.

What Congress seems to be doing, whether it realizes it or not, is segregate
the public-which should be advised at all times-from the issues that come
before Congress and which have much irflutence on the everyday lives of the
American people.

Encouraging the investment of private funds in sometimes dubious lobbying
activities-and offering to subsidize such expenditures-is a less healthy policy.
Some of the worst scandals of the past in Washington have evolved from
nefarious lobbying activities; some people call it influence peiddling.

Bitt far more basic, as we see it, is the attempt to invoke tax policies that seek
to deter the enlightenment of the public through advertising and, instead, place
a penalty upon such activities. Tulsa newspapers, incidentally, carry little ad-
vertising of this type, which usually is directed at a mass audience through ba.
tionally eirctilted'publications.

Far better it would be, in our opinion, to permit tax relief on institutional ad-
vertisihg directed to public enlightenment than to encourage the increase of
raucous and sometimes predatory lobbying in the Nation's Capital-where the
general pbhlic-is innocent of what takes place.

There can't be many "black bags" showing up on the printed page.

[Editorial in Westerly (R.I.) Sun, Mar. 14, 1002]

TAX REFORM BILL TO PROMOTE LOBBYING

Advertising expenditures for the pr Motion or defeat of pending legislation-
regardless of whether a firm's business life is at stake-would not be tax-
deductible as a business expense under provisions of a tax reform proposal com-
pleted by the House Ways and Means Committee in Washington last February
27.

However, dues or other expenses paid by a taxpayer to an organization and
used by such an organization "with respect to legislation of direct interest to the
taxpayer and to such organization" would be tax deductible. This would include
cost of travel, preparing testimony as well as expenses incurred in actually
appearing at legislative hearings, or communicating with legislators.

Under present Internal Revenue Service regulations, lobbying expenses are lot
deductible. The net effect of this nex tax-reform proposal would be to sanction
lobbying costs and expenses of direct eontaets with legislators, but it wouldidis-
allow expenses of taking the same message to the general public through institu-
tlfial advertising such as newspapers, radio, and television.

(iharmfin Mills of Arkansas expects to present the bill to the House of Rop-
roseotnitives this week or next week. No amendmofits clth be made In the House,
which can either vote to accept the measure or retu'rhit to contiittee.

The net result of this proposed action is to mAke it impossible for a reputable
businessman tomiake his feelings known to his customers or business assoclAtes
and claim the cost as a business expense.

At the same time, it promotes the use of lobbyists or pressure groups in direet
contact with the legislators.

Apparently Congress isn't at all interested in the private individual speaking
his mind in public. Congressmen seem to be adopting the slogan, "See me, but
don't talk to anyone else."

. . A
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It is tough enough for a businessman to make a legitimate profit-either before
or after taxes-these days. Why should Congress try, through tax reforms, to
further stifle the process of free enterprise and freedom of speech?

We plan to write to our Congressman, Representative John E. Fogarty, and
ask him to vote against this tax-reform proposal. Will you do the same?

(From the Times-Union, Albany, N.Y., Mar. 16, 1902]

INCONSISTENT TINicINo

A tax reform bill soon to be introduced in the House of Representatives con-
.tains a provision which should concern every business and industrial executive
in the area. The measure provides that while lobbying expenses in making di-
rect contacts with legislators are deductible, the costs of the same message, taken
to the public In the form of institutional advertising, Is not.

It need not be pointed out (except, apparently, to tax law writers) that there
is more than one kind of lobbying. Legitimate efforts to present a point of view
directly to legislators and press for this or that legislation beneficial to this
or that Industry or organization have long been accepted in this country. But
also accepted have been efforts to enlist public support on some occasions-par-
tictlarly where the public interest is involved or it is believed that public con-
cern should be expressed.

We fail to see the distinction implied in this hair-splitting interpretation of
lobbying which does not inclUde an advertising message to the ptiblie. Interested
persons who agree should urge their Congressmnen to take appropriate action.

[From editorial phge, the Tines Herald. Norristown, Pa., Mar. 10, 10021

A MUZZLE FOR MAIN STREET

A tax reform bill soon to be introduced in Congress has a provision thirt would
prohibit income tax deduction of any money a company spends to advertise its
position, pro or con, regarding pending legislation.

Thus if one of Norristown's major industries wanted to explain to our people
how a law might undermine our economic security, or enhance it as the case
miay be, the money spent to drive home the poilt would not be tax free.

The same "reform" bill, however, would consider lobbying a deductible ex-
pense. The net effect of such an enactment would be to discourage legislative
enlightenment at the grassroots level, while encouraging cubbyhole conferences
between the legislators, on one hand, and the old prolobbylsts who aren't exactly
elnptylinided when they arrive in Washington, their devious duties to do.

It would appear that the bill is intended deliberately to throttle discussion
of legislation through the medium of the local press, while subsidizing the oft-
discredited practice of deciding the destiny of a bill over cocktails and cavatr.

Unfortunate though it may be, the average citizen has neither the time nor
the 1%tience to become an avid student of contemplated legislation. Its phase-
ology is rarely outstanding for its clarity and it takes an astute lawyer, and
sometimes the U.S. Supreme Court, to interpret what the law writer was trying
to say in the first place.

Conversely, each grassroots area has its conscientious watchdogs who are
practiced in peering into legislative lo6olilbes, and in exposing insidiously hidden
details that could destroy a business, a segment of workers or the economy of an
entire community.

Robbing Peter to pay Paul is a common rather than uncommon legislative
process these days.

When skulduggery of this sort looms over the legislative horizon, these com-
mtilty watchdogs use the best media within their means to alert an unsuspecting
public. They have found, that nothing equals the local newspaper as the means
of bringing the truth to the local people who stand to be affected, favorably or
disastrously, by any given law.

hometown folks usually open an eye and bend an ear when a knowledgeable
neighbor begins to give out with facts. Furthermore, It is academic that the
local newspaper, catering to families in all stations in life, of all creeds and
political philosophies, depends on a diet of truth for its survival. It is read,
and generally believed.
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Perhaps that is wily soUme in high office want to use the tax gag as a way
to stitle such open and honest discussion, at the local level, of a law's merits
anl demerits. They can't muzzle the watchdogs but they can make their warn.
Ing harks expensive. It amounts to a dollars-and-cents drugging of free speech
and free thought on the home ront.

Meanwhile, lobbyism in the corridors and clubs of the capital would be blessed
with tax exemption. The voices speaking for a few, silvered in tone and subsidy,
would be heard * * * sometimes in profitable murmurs and often in a high
(,rescemlo of demand andi menace.
Tie idea seems to be to keep Joe Doaks back home totally in the dark about

what's happening In the District of Columbia. The provision is just another
detail in the trend away from local dominion, toward an unhealthy and hazard.
ous concentration of power at the Federal bureau level.

It was excusable some years ago when the income tax gimmick was first used
as a way to smash organized crime. But extension of that technique in so many
ways, during recent years, to smash human initiative, free enterprise, and basic
liberties Is unforgivable. The trend is treacherous and ultimately could be fatal
to freedom.

[Prow Cougressional Record, Apr. 9, 1962]

BLOCKING FREE PRESS

Extension of remarks of Hon. Peter H. Dominick, of Colorado, in the House of
Representatives, Monday, April 0, 1062

Mr. DoMIXCOK. Mr. Speaker, the tax bill which recently passed the House
had a number of provisions to which many of us objected but, because of
the closed rule, no amendments to change the bill could be offered unless the
committee itself proposed them. One of these objectionable features involves
the right of American citizens to take the public messages advertising their po-
sition on important legislative matters or positions concerning fundamental
political pritidliles. Under the recent bill as passed such advertising may no
longer be deducted as a business expense. One of the best explanations of the
effect of this discriminatory provision appeared in an editorial of March 16,
1062, In the Daily Sentinel, which serves the western slope of Colorado. It
reads as follows:

BLOOMINGG FREE PRESS

"Advertising expenditures for promotion or defeat of legislation-regardless
of whether a firm's business life is at stake-woUld not be tax deductible as ii
business expense under provisions of a tax reform proposal completed by the
House Ways and Means Committee recently.

"Dues or other expenses paid by a taxpayer to an organization and used
'with respect to legislation of direct interest to the taxpayer and to such or-
gahization' would be tax dedttctible. This would include cost of travel and
preparation of testimony as well as expense incurred in appearance at legis-
lative hearings or communicating with legislators. (One assumes from this that
entertaining legislators to influence their votes might also be deducted?)

"Under present Internal Revenue Service regulations lobbying expenses are
not tax-deductible. The net effect of the new proposal is to sanction lobbying
costs and expenses of direct contacts with legislators and disallow expenses of
taking the same message directly to the people through advertising.

"The unfairness of such legislation is obvious. It interferes with the right of
the Individtffil or organization to go to the public. Lobbying efforts which can
be and usually are personal are hidden from the public. These are sanctioned.
The right to use the press, TV or radio to make a point for or against legisla-
tion is not. Lawmaking and the lobbying which influences it will thus become
more and more isolated from the people who are vitally concerned.

"This is obviously an effort of Government to find one more way to collect
taxes from the people. But it is far more than that, it is a deliberate attempt
of Government to shut itself off, protect itself if you will, from the results of
the use of a free press to express views with which' the Government may not
agree.

"As such it involves far more than the free press. It involves the rights of all
free people and should be protested just as loudly by them as by the press
itself."
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(Fronm editorial page. the Times, Roanoke, Va., Mar. 1S, 1002)

CE:sOIISIIP BY TAXATION

The House Ways and Means Committee's tax reform bill contains at least one
prorislon which doesn't nake sense. The bill would allow businesses to deduct
frolt their taxes expenses in connection with lobbying activities but would
forbid deduction of advertising expenditures for the promotion or defeat of
legislation.

Enactment would mean that money spent for personal contact with legisla-
tors would be tax exempt while funds for calling public attention to public issues
jud matters of public policy would not be tax exempt. In fact, a businessman
would, in effect, be penalized even for stating his views in an advertisement about
legislation which might put him out of business.

We fail to follow the House committee's reasoning. Under present Intemnal
Revenue Service regulations, lobbying expenses are not tax deductible. We
have no deep-seated feeling about the committee's decision that such expenses
should be put in the deductible class. But we do contest the committee's
obrious inconsistency in this matter.

In an arbitrary administrative order, the IRS in 1959 issued a regulation
under which expenditures for lobbying purposes at Federal, State, or local levels
for the promotion or defeat of legislation, for political campaign purposes or
for carrying on propaganda (including advertising) would be non-tax-deductible.
A bill to overturn a Supreme Court decision upholding the IRS stand has been
introduced in the House but apparently is to be ignored.

On the surface at least, it appears the House committee has attempted to
deal with a controversial matter by compromise but its effort is unrealistic. -

It the committee's bill passes Congress, it will mean that business will continue
to be taxed on exercising freedom of speech. There is in this case an abridg-
ment of the right to petition and the right to speak freely on matters affecting
the public. It is nothing less than censorship by taxation. It is an utterly
foolish regulation.

No amendments can be made to the bill in the House, which must either accept
the measure as is or send it back to committee. If it passes the House, it is to
be hoped that the Senate, which will not be so shackled, will right the wrong
which now exists.

[From editorial page, the Advocate, Stamford, Conn., Mar. 20, 19021

DISTURBING PROPOSAL

A two-part provision in the administration's tax bill, which is due to come
before the House any day now, has us considerably disturbed inasmuch as it
would, in effect, penalize business and industry for taking the public into its
confidence about laws it is proposing or supporting.

The first part of the two-part provision is most desirable-it would make
deductible from taxation, any lobbying expenses incurred in attempts to inform
Congress or other legislative bodies on the position of a business or industry
on pending or needed legislation.

It is the second part of the provision that is particularly onerous. This is the
part that would exclude from deduction any expenses incurred in persuading the
public to a business or Industry's point of view on legislation that is pending
or considered to be needed.

There can be no question that legislation which affects any business or in-
dustry also affects the employees, stockholders, customers and, as a result, the
public at large.

In addition, this provision would even prevent business from telling its
stories on matters coming tip in public referendum. This could be particularly
harmful in Stamford or other Connecticut comintinities where changes in the
city charter are determined by referendum.

Experience in referenda in Stamford in the past has shown that, in the ab-
sence Of a concerted effort against a proposed change in the charter, passage is
almost automatic.

It Is conceivable that a charter change could be proposed that might be par.
tlculhrly damaging to business-such as a basic change in zoning policy or a
change in the relittifntship between the master plan and the zoning map.

82190--12-pt. 5-20
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In viies such as this, It is not only desirable, but imperative that business
or Industry inform the public on the consequences of such legislation.

We can think of ninny other cases where it is imperative that the public be
fully informed on the position of business or industry with respect to pending
legislation.

There are occasions where legislators look to the public for direction. The
public must be fully informed in order to give their legislators the proper dlirec.
tion. It must be informed in order to determine whether their legislators are
acting in the best interests of the coinlitililIty, State or country as a whole.

Any attempt to stifle the flow of information to the public, whether it be
through the advertising media or through any other media is a step toward
ignorance or lack of Interest.

[From editorial page, the News-Argus, Uoldshoro, N.C., Mar. 20, 10021

LOBBYISTS ARE FAVORED

Congress is now studying a proposal on tax loophole filling that is an out-and.
out special favor for the lobbyist. The latter, as you know, is the paid agent who
pleads the cause and works for the benefit of a special bloc, industry, program,
or organization or individual.

It has been accepted policy for years that advertising done by firms which folls
under the designation of institutional advertising could'be tax deductible. The
proposal now tip in Washington would end this long-accepted practice.

But moliey spent for lobbying and lobbyists would continue to be tax deductible.
It doesn't take a Solomon to see that there is no fairness In such a proposal.
We don't expect to see such a one-sided proposal passed by Congress.

The CHAIR-MAN. The next witness is Mr. George D. Webster, of the
District of Columbia Bar Association.

STATEMENT OF GEORGE D. WEBSTER, BAR ASSOCIATION OF THE
DISTRICT OF COLUMBIA

Mr. MES TpR. Mr. Ohairitni, gentlemen of the committee: my name
is George D. Webster. I am attorney in the District of Columbia ald
am appearing here on behalf of the Bar Association of the District
of CotImbia. We take this opportunity to appear before the commit-
tee to make known the position of the association on section 3 of H.R.
10650.

As you know, section 3 provides for the deductibility under section
162 of the Internal Revenue Code of 1954 of certain expenses inctrred
with respect to legislative matters, if in all other respects such expenses
qualify as ordinary and necessary trade or business expenses.

While we are mainly concerned in our statement with the deduction
of the lawyers' fees and expenses, we generally favor the Inguage con-
taied in H.R. 7123, 86th Congress, 2d session, reported by the Ways
and Means Committee of the House on July 1, 1960 as a substitute
for the language now contained in section 3 of'Ii.. 10650. (For
provisions of H.R. 7123, see appendix attached.)

The association shares the view thAt the legislators' ability to leris-
late may be severely hampered by the lack of intelligent presentation
by the supporters and opponents of specific legislation. We are also
concerned that free speech or the free expression of views may be
effectively or arbitrarily limited through the exercise of the taxing
power. the principle was pointed ort iii S peiser r. Randall, 357 U.S
513 (1958), wherein the U.S. Supreme Court stated:

It cannot be gainsaid that a discriminatory denial of a tax exemption for
engaging in speech is a liblitatibn on free speech * * *. It Is settled that speech
can be effectively limited by the exercise of the taxing power. Groolean v.

100
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imcrican )'rc88 Co., 297 U.S. 233. To deny tn exemption to claimnnts who en-
page in certain forms of speech is, In effect, to penalize them for such speech.

And, ats Mr. Justice Black phrased it in his concurring opinion in
this case:

* * * I am convinced that this whole business of penalizing people because
of their views and expressions concerning government is hopelessly repugnant
to the principles of freedom. upon which this Nation was founded and which
have helped to make it the greatest in the world.

PRESENT LAW

As you know, the present Treasury Department regulations deny a
le(hction for efforts to influence legislation, even when a clear busi-
ness motive for the expenditure has been demonstrated. Specifically,
these regulations provide in relevant part as follows:

Expenditures for lobbying purposes, for the promotion or defeat of legislation,
for political campaign purposes (including the support of or opposition to any
andidate for public office), or for carrying on propaganda (Inclftdilig adver-

tising) related to tiny of the foregoing purposes are not deductible from gross
Income.

The reveonie statutes themselves have never contained any provision
precluding the deduction of an expense because it is incurred for
"lobbying purposes" or "for the promotion or defeat of legislation."

Basicaly, the position of the association is that these current Treas-
itry regulations permit a tax which (1) operates as a burden on the citi-
zen's basic right of petition, and (2) discriminates against the legal
profession in the ord utry and Uisual practice of law. The assoeiatipol
starts out, of course, with thebasic premise that lobbying is not a repru-
liensible occupation but is just a. shorthand word for what, in legal
balance, would be called advocacy. The association also accepts the
premise that lobbying in the ordinary and accepted sense is helpful
to legislators and legislative bodies. It permits the propolients as
ivell as the opponents as to any particular legislative question to bring
all of the pertinent facts and arguments to the attention of those who
inust ultimately make a decision-on the merits.

Legislation is the preparation and enactment of laws; and the ,iv-
ing of advice as to interpretation, scope and application of laws is a
lawyer's stock in trade, not only in the area of Federal legislation but
also in the area of representation before State and local government
legislative bodies. The lawyer is frequently consulted and retained to
advise with, and advance the cause of his client. Under the present
Treasury regulation, the expenditure of a. lawyer's client, including
expenditures for the lawyer's own fee in this area, may be disallowed
as well as the expenses incurred by the lawyer in the course of carrying
out his representative function.
It appears anorralotis to the association that expenses incurred for

the appearance of a lawyer before legislative bodies or contacts with
individual legislators may not be deductible while appearances of a
lawyer before executive or administrative officials with respect to ad-
minristrative matters, or before the courts with respect to judicial mat-
ters, are deductible when the expenses otherwise qualify as trade or
business expenses. The association believes, thtt presentations to the
legislative branch of the Governmefit should not be dicrinifliated
against in this respect and should-be placed on the same footing and
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gi 'en J (tual tax treatment as preso stations before administrative ageli.
vies ai( the courts. In tils connection, reference should be made to the
fa(t that canon 26 of the "Canons of Professional Ethics of the Ameri.
(.111 .Bar .\socitiol" recognizes that a lawyer may render professional
s(,rvi evs l)efore legislative or other bodies, whether by individual con.
tact or as a committee witness.

PREVEN'rION OF UNEQUAL TREATMENT

This deduction is necessary to prevent unequal treatment. At )res-
ent, the largest lobbyist is the Government itself, at all levels. If the
Government using taxpayers' money advocates legislative changes
harmful to a particular business, equity requires that business funds
which are used in advocating an opposing position be deductible, or
otherwise the departments are given an unfair advantage over the
citizen.

PRESERVATION OF BUSINESS

It may be extremely important to the preservation of t business that
presentation of its position be made before the Congress, 6r that in-
dividual Members or their staffs be contacted. For example, probably
in June of this year this committee will consider the sugar bill with its
quota provisions. These quota provisions may affect the very exist-
ence of certain domestic enterprises (both beet sugar and sugarcane
producers) and yet, under the present law, the presentation of a lawyer
before the committee, or a Member or the staff of either, on a matter
involving the life of the business will not be deductible. Presentations
made on the same matter before the U.S. Department of Agriculture
would be deductible under present law.

To the association, this distinction in the present law seems com-
pletely insupportable.

To take the example one step further, under present law, a sugar
producer could deduct a lawyer's fee for an appearance in court to re-
sist a $100 action arising in contract, the loss of which would not
materially affect its business. And yet, as stated, the same producer
could not deduct the cost of the apearance of a lawyer before this
committee to protect its sugar quota which might affect the very sur-
vival of the business itself.

Our position is consistent with the position that the U.S. Treasury
Department took in a letter dated February 26, 1960, which stated in
part as follows:

With the growing impact of government at all levels upon individuals and upon
all segments of our society, businessmen and organizations representing their
Interests, farm groups, labor organizations, and the like have often found it
necessary to make large expenditures for the purpose of influenctng legislation.
The proper treatment of such expenditures is important to the equity and fairness
of the income tax. Their tax treatment in turn is relevant to sound governmental
policy in a modern.tmocracy.

The proposed legislation and the broader question towhidh it is addressed
merit consideration by your committee. Existing law as developed has frozen
concepts relating to expenditures In the area of legislative process which are
quite distinct from generally accepted attitudes in regard to expenditures related
to fields of administrative and Judicial processes. It appears to many anomalous
that no expenditures involving legislation, without regard to their character,
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are deductible, while similar activities before administrative and Judicial bodies
are clearly deductible if they otherwise constitute ordinary and necessary busi-
ness expenses.

Reference should be made to the contrast between the status of
honest and legitimate expenditures incurred in the exercising of con-
stitutional rights with the treatment accorded persons engaged in ad-
mittedly illegal activities.

This contrast was emphasized by the Supreme Court decision in
ommssioner v. Sullivan) 356 U.S. 27 (1958), involving expenditures

for wages and rent incurred in connection with a Chicago gambling
enterprise found to be illegal under Illinois law, and as to which the
acts performed by employees as well as payment of rent were also
illegal under that law. The Supreme Court held their expenses to be
deductible.

It is a strange anomaly, indeed, when our tax law denies to a business
concern a tax deduction for legitimate expenses incurred in making
known its views--to Congress or the public--on issues of vital concern
to it, while a person conducting an admittedly illegal enterprise and
whose employees are likewise violating the law, is entitled to a deduc-
tion for unlawful expenditures.

UNIFORM ENFORCEMENT IMPOSSIBLE

In addition to these policy considerations, there are other reasons
why the association supports section 3 of H.R. 10650.

In the first place, the prohibitions of the Treasury regulations have
never been uniformly enforced. "Lobbying" expenses have been al-
lowed by the Internal Revenue Service in many instances, whereas in
the same circumstances as to the other taxpayers such expenses have
ken disallowed. This result may be inherent in the problem, and
uniform enforcement in this area may be impossible. As stated by the
report of the House Ways and Means Committee on this provision, the
difficulty in part stems from the difficulty in segregating and isolating
expenses relating to legislative matters. To segregate such expenses
constitutes a most difficult problem of allocation.

The problems of uniform enforcement have also been made difficult
by the inability of the Service through 47 years (the first Treasury
regulation was issued in 1915 1) to define "'lobbving." In an audit
Woday, after 47 years of the Treasury )ositio , we donPt know what the
Depr itment considers to be properly classified as lobbying. We can
irgue with the examining revenue agent for months over a single
problem because lie has been supplied no firm dividing lines.

As stated by the Treasury Department:
It is only realistic to recognize that many of the expenditures in these areas
hlich have passed the permissible borderlne under the existing regulations have

doubtless escaped detectiop in the audit '4 tax returns* Uiles the Internal
Revenue Service were to devote disproportionate manpower from its ihaste collee-
,ion functio 'to policing this difficult and controverefa! area, it would seell that
anform enforcement would be an unattainable goal, it there were t( be a mAlP
5cation or relaxation of the existing rtiles, therefore, it would appear io be a d,
4rable objective that It should helJp reduce rather Ilan aggravate the practical
admilistratdve problems which are inherent In thi iutrea. and at the same tiJue
MduIe to a rjnlrimun whatever Ineq, idtles among soine taxpayers result from
unavoidable Imperfections In the administration of the law.

'..D. 2131, 17 Treas, Dee,, lot. lev.. pp. 48, 07-59.

1963



REVENUE ACT OF 1962

Consider the case, for example, where a client requests a legal opin.
ion on the applicability of the Tariff Act to a certain set of facts.
Later the client, openly relying on the opinion, becomes interested in
and expresses himself pro or con as to an amendment of the escape
clause provision. Is the law firm lobbying nutic pro tunc, or would
its expenses be disallowed? Or suppose the law firm knew at the out.
set that the opinion was to be used as the basis for a decision as to
whether or not an amendment of the escape clause should be sought.
Would it then be lobbying? Or suppose further that the law firm is
hired to prepare statements, letters, briefs, etc., which the client ex.
pects to use in supporting or opposing the proposed amendment,
Quite aside from whether use of this matervll might be "carrying on
propaganda," is the preparation of it a lobbying activity?

Or suppose the client is invited to testify, for example, on small busi-
ness and defense subcontractors and turns to his law firm to prepare
and present the testimony. Is the law firm lobbying? Or suppose the
client is invited or subpenaed to testify in a conflict-of-interest investi.
gation and hires the law firm to advise him as to his rights in connect.
tion with answering questions which he may be asked, is the law firm
lobbying? The "ergo" of these suppositions might then logically be:
Is not the law firm also lobbying when the client is cited for contempt
and the law firm defends him in court?

When does the practice of law stop and lobbying begin? The pres-
ent Treasury regulation applies to the practice of law whenever the
lawyer's work product is used to aid in the promotion or defeat of
legislation or in connection with any legislative function. And if the
latter is the intent and purpose of the present regulation, does it make
any difference if the lawyer's work product is given to the client with.
out any knowledge that it will or might be used for lobbying purposes?

The difficulty of drawing proper lines of demarcation does not deter
a lawyer. But it has prevented the Service for 47 years from uni-
formly enforcing the law and giving equal treatment to taxpayers.

DEDUCTIBILITY UNDER OTHER TAX SYSTEMS

In the English case of Tate and Lyle, Ltd. ((1953) 2 All ER.
162 (C.A.)), expenditures by a sugar company, to defeat proposed
nationalization were held deductible. This represents the rule in
England where expenses in connection with legislative matters are
deductible if they constitute ordinary or necessary expenses.

CONCLUSION lol

In conclusion, it is clear that lobbying and other activities seeking
to promote or defeat legislation on the Federal, State and local levels
have become ordittaqr., necessary, and governmentally encouraged
modes of representation. This factor, together with the Comthis-
sioner's inability to administer the present law upon a uniform bhsis,
makes this provision a proper one to be added to the Internal RevenUe
Code of 1954.
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(The appendix referred to follows:)
APPENDIX

H.R. 7123

(As reported by Committee on Ways and Means, July 1, 1960)
"That section 162 of the Internal Revenue Code of 1954 (relating to trade or

business expenses) is amended by redesignating subsection (d) as subsection
(e), and by inserting after subsection (c) the following new subsection:

" (d) CERTAIN EXPENSES TO INFLUENCE ACTION WITH RESPECT TO LEGISLATIVE
-ROPOSALS, ETO.-

"'(1) GENERAL RULE.-No expense which otherwise qualifies as a deduc-
tion under subsection (a) (including, but not limited to, dues and other
amounts paid to any organization) shall be disallowed as a deduction merely
because paid or incurred to support or oppose or otherwise influence action
by the Congress or by any legislative body of a State, a possession of the
United States, the District of Columbia, or any political subdivision of the
foregoing, with respect to any legislative or constitutional proposal, or to
support or oppose or otherwise influence action of the voters with respect
to any legislative or constitutional proposal submitted or proposed to be
submitted to the voters by initiative, referendum, or similar proceeding.

"'(2) FxcEniro. -The provisions of paragraph (1) shall not be con-
strued as allowing the deduction of any amount paid or incurred (whether
by way of contribution, gift, or otherwise) for participation or interven-
tion in any political campaign on behalf of, or in opposition to, any candidate
for public office.'"

The CHAIRMAN. Thank you very much.
Any questions?
Senator DOUGLAS. I have here the Internal Revenue Code, and I

am reading from section 501(c), which lays down the criteria for
organizations which are exempt from taxation. It says:

Organizations for religious, charitable, scientific, or other literary or educa-
tional purposes are exempt, provided that no substantial part of the activities
it is carrying on is propaganda or otherwise attempting to influence legislation.

As I understand it the courts have held that the League of Women
Voters, which does advocate legislation, is therefore denied the oppor-
tunity of being tax exempt, and that as a consequence of this ruling,
contributions to the League of Women Voters are not tax exempt.
And I believe the General Federation of Women's Clubs is tax exempt,
but this is because it does not carry substantial activities in connection
with influencing legislation.

Now, you are arguing that a sugar producer should be permitted to
deduct lobbying expenses so that the present 2-percent differential
above the world price, which domestic and foreign sugar prodUcers
now enjoy, could be deductible, and a previous gentlieman argued
that newspaper advertising to preserve this 2-percent differential
should be deductible. ,But if the League of Women Voters were to
try to lobby against it or if the General Federation of Women's
Clubs were to try to lobby against this proposal, they would lose
their tnx-exempt status.

What I am asking is, and the general question I would like to pose,
this: With the exemptions in the bill as it comes to us from the

House, and still more to broaden these exemptions as proposed by
many others, are you nit' gVing a privilege to the direct producing
interests of the country which is not accorded to the consuming in-
terests of the country, since the consunting interest is diffused and the
general citizenship interest of the country is diffused, and' are you
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therefore not arming the comparatively strong bodies, while con.
tinuing to disarm the weaker bodies?

Mr. WEBSTER. Senator, I think the answer to that is contained in
the distinction that the Internal Revenue Code makes, itself. Section
501 (c) (3), which you read from on charitable and educational-the
section we are talking about here is section 162 which has to do with
ordinary and necessary business expenses.

Senator DouGLAS' I understand, but it is not regarded as part of
the business of an organization to defend the public interest.

Mr. W1EBSTER. But their income is not-
Senator DOuGLAs. But individual contributions to these organiza.

tions cannot be tax deductible.
Mr. WEBSTEiR. That is exactly right, because there is no income in.

volved as far as those organizations are concerned.
Senator DOUGLAS. In other words, only if income is involved can

an expenditure for lobbying be tax deductible. The expenditure of
money to protect the generalinterest, or the consuming interest, which
in a particular case affects a consumer only to a moderate degree, that
is not tax deductible?

Mr. WEBSTE. Senator, that is true of a trip to Chicago. If I want
to go to Chicago on personal business, it cannot be deducted. But if
I go to Chicago on behalf of a client, it can be deducted.

Senator DoUGLAs. I want to say you are giving a very one-sided
interpretation of what the law should be. Take these very important
matters of legislation, these tax measures. What you are saying is
that the appearance of lawyers in connection with this legislation
should be tax deductible, and newspaper advertising, to get added
loopholes, for example, should be tax deductible. But if a person in
pursuit of the general interest wants to tighten the loopholes, he can-
not deduct his expense. As I say, what I think this does is to further
strengthen the groups which have special interests and, weaken those
which have general interest. .

One of the great weaknesses in olitical democracy, as I see it, is
this disparity in power. This wouldfurther accentuate it.

Mr. WEBSTMR. Vell, this is an income tax and that is what is taxed.
Senator DOUOLAS. I understand. But you would lose the income tax

to still further strengthen the special interests that would want'to
have the laws fashioned in their image.

Does not that strike you as unfair.
Mr. WiESTER. No, sir because I do not think that is the result here.

If I want to sponsor a law because I have a personal interest in it, I
cannot deduct those expenses as a citizen. But if I have a business
which is about to lose its quota to produce sugar, I should be entitled
to deduct those expenses, because otherwise, I should'be out of business.

Senator DOUGLAS. You would be justified, then, in deducting an ad-
vertising campaign In the New York Times, the Washington Post,
the Denver Post, the Deseret News, the Chicago Tribune, the Louis-
ville Courier-Journal and so forth I

Mr. W EBST. Section 3 does not go that, far, because as you, know,
it (loes not have advertising expenses 'in it.

Senator DouGaAs. Noo butI mean the proposal that the representa-
tive of -the ANPA-'

Mr. WssT. This e t on does not go t'ht far. Advertising is,
m oe difieult area to- control .
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Senator DOUGLAS. Suppose it is said to be a necessary lobbying ex-
pense to give a cocktail party at the Mayflower Hotel and invite Sen-
ittors ancCongressmen to lubricate the legislation. Do you think that
should be deducted?

Mir. WEBSTER. Senator, we have discussed that very carefully in our
ga'oup in the association, and I think you will find in the committee
rej)ort-that entertainment expenses go back over to the entertainment
provisions of the bill.

Senator DOUGLAS. Well, the entertainment provisions of the bill are
quite weak. Could not they be held to be necessary and proper, the
inevitable concomitant being to try to get favorable action?

Mr. WEBSTER. It could be, but the way I understand the bill, when
you get into entertainment, you would leave the lobbying provisions
entirely and the entertainment provisions would be applicable.
Senator DOUGLAS. What do you understand those provisions to be?
Mr. WEBSTER. The entertainment provisions?
Senator DOUGLAS. Yes.
Mr. WEBSTER. They are very involved and detailed, as you know.
Seantor DOUGLAS. There is no limit as of today, is there?
Mr. IVEBSTmE. No, there is not.
Senator DOUGLAS. So a cocktail party could be held to be a very

legitimate business interest?
Mr. WEBSTER. Under the entertainment provisions of the bill.
Senator DOUGLAS. Now, nightclub bills, they might be tax deducti-

ble., might they not? Dinners in night clubs?
Mr. WEBSTER. As the present bill as it came from the House?
Senator DOUGLAS. Yes, so that the lobbyists could invite highly

priced Senators and Congressmen to go to the Casino Royal. Is that
true? Or perhaps some of the Egyptian night clubs which have
sprung up like mushrooms, I am told, in the city.

Mr. WEBISTE. But, as you recall, in the language of the committee
report, it has to be a place that is conducive to business discussions.

Senator DOUGLAS. But these are conducive to business. You might
get votes very well in a night club, perhaps more effectively than in
Child's Restaurant. And you might have tickets to the theater, is
that not true? Is that not a good way to make friends and influence

F r. EBSTER. That is true.

Senator DOUGLAS. Do you not think there are real dangers here
fliht should be guarded'aainst? Do you 'not want to protect the vir-
tue of your Senators and Congressmen, as well as the virtue of the
lawyers so thatthey can practice law and not be Panderers?

Mfr. WEBSTER. I think the Senators can take care of themselves.
Senator DOUGLAS. But not the lawyers.
Mr. WEBSTER. The lawyers car6 t-ki care of themselves, also. I

might point ofit, that iost of these' e pqhses are being deducted to-
day, as I am sure the Congress is well awiAe of.

8enatdr DOUGLAS. Unfortunately unf~z~tuntmtely.
M.*WBSTEMR. I do not know how,yitt are gofitg to itrt this'VhnlessyOu have sbine klihd fi a reasnable retkti6i. i TAis, what we

want, a reasonable restrictibn.
Sinkttr Doniohs. What ab0it $92 i day' for ro6n aid :boMM

Would that not be a reasonable restriction Thit is twice "What a Gbv-
emnment official is allowed.
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Mr. WEBSTER. That depends on where you go. I think in New
York, that might not be enough. I think in Atlanta or Peoria, that
miaht be too much.

senator DoUGLAs. Well, you have opened up a very interesting line
of thought, but I think as a citizen, you want to be careful how far
you go.

The CITAIRMAN. Thank you very much, Mr. Webster.
The next witness is Mr. Louis A. Kohn, the Committee for Modern

Courts.

STATEMENT OF LOUIS A. KOHN, COMMITTEE FOR MODERN COURTS

Senator Dotyaiors. Mr. Chairman, may I be permitted to praise Mr.
Kohn as a distinguished citizen of Chicago, a very able member of the
bar, a member of one of the leading law firms in Illinois, and active
in all good causes.

Mr. WoTrN. Thank you, Senator.
Mr. Chairman, Senator Williams, and members of the committee,

I think it is indeed fitting that the last witness was named Webster,
because I think it was Daniel Webster who said that justice is the
greatest burden on us.

I am here today as vice chairman of the Committee for Modern
Courts in Illinois, which is a statewide organization representing
many groups throughout the State interested in improving the ad-
ministration of justice in the State courts.

I also have attached as exhibits to my statement resolutions of the
American Judicature Society of which I have been director, the
American Bar Association, the Illinois State Bar Association, and
the Chicago Bar Association.

I have been vice chairman of the Joint Committee on the Judicld
Article of those two organizations since 1961.

In addition? I am authorized to express to the committee the views
of the Committee for Modern Courts in New York, which just re-
cently 'was successful in having adopted a constitutionally amendment
reorganizing the court system in New York, but which is further in-
terested in this question because of subsequent legislation and other
matters which may be necessary to implement the constitutional
amendments.

Mr. Duncan Elder, chairman of the executive committee of the
Committee for Modern Courts in New York/ihas wired me that the
committee endorses Senate bill 2716, introduced by Senator Dirksen,
and supports the statement that I am fihing today. With leave of the
chairman, I would like to file those resollti6ns and a copy of the wire
which I shall furnish later as a part of my statement.

The CHAMMAN. Without objection, the fll text of your prepared
statement, attachnleitts, and telegran referred to will appear at the
end of your oral presentation.

Mr. KObiN. After Senator Dirksen's excellent and sacdfit state-
ment, it is perhaps supbrfiuitjs for me to contintiue at great length, but
in view of the importancee of this matter aiid 'the urgency ,ecnuse
of timinent referendums, which I* shall refer to later, I crave 'the
committee's indulgence and I am indeed grateful for the 6ppottimity
of presenting this statement.
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First of all, I would like to point out that the appendix, showing
a list of the constituent organizations, is as of April 9 and is not com-
plete. We shall have, as had in 1958, the support of labor organiza-
tions, and one of our directors is Joseph Germano, an outstanding
labor leader in Illinois.

Prior efforts, prior to 1961, on the part of the organized bar and of
citizens' roups in Illinois results in the adoption of a judicial amend-
ment by the Illinois General Assembly, which narrowly missed obtain-
ing the required two-thirds vote, but in 1961 we came back and ob-
tained the necessary two-thirds vote and the support of both parties.
This is a bipartisan matter, which has the support of all the groups
in Illinois. But as Senator Dirksen has pointed out, to assure
adoption of the judicial amendment, it will be necessary to prosecute
a vigorous, statewide campaign in the months ahead.

Past experience indicates that adequate funds cannot be obtained
unless contributions be granted deductibility for Federal income tax
purposes, and if the efforts of dedicated citizens to improve the ad-
ministration of justice are to succeed, legislation to that end is essential.

The urgency of the situation was expressed in Fortune magazine
last December, when the writer there said:

The American courts must move fast if they are to purge themselves of their
present low esteem. If they do, they can be the principal institution that gives
iolnt to American national development. If they do not, there will not be
much point to the development.

As far back as 40 years ago, Chief Justice Taft said:
If one were asked In what respect we had fallen furthest short of ideal condi-

tions in our government, I think we would be justified In answering, in spite of
the glaring defects of our system of municipal government, that it is our failure
to secure expedition and thoroughness in enforcement of public and private rights
in our courts.

Unfortunately, section 3 of H.R. 10650, as passed by the House,
would be a step in the opposite direction. Although it would permit
deduction of legislative or lobbying expenses, if otherwise an ordinary
and necessary expense of a trade or business, this section would ex-
pressly deny deduction for any expense in connection with a refer-
endim. For reasons hereinafter indicated, if it is to be the policy of
Congress to deny deduction for expenses incurred in connection with
a public referendum, we ask that section 8 be amended or clarified so
as not to apply to matters involving judicial reform.

Moreover, we urge that section 9 be amended by adding a new sub-
section which would provide expressly for deductibility of contribu-
tions for an organization committed solely to this cause.

We are dedicated to the charitable aspect of this, and we are merely
asking for organizations organized solely for the purpose of courtreform.

In prior efforts we were able to get rulings from the Internal Re-
venruoe Service that would achieve this result.

In 1958 we did obtain a favorable ruling only for that year. But
as the committee knows in 1959 the Cammaraw case, 358 U.S. 498,
applied a provision in the Treasury regulations which denied deduc-
tions for -obbying expenses to expenses incurred for the purpose of
defeating an initiative measure calling for a statewide election onprohibition .. ' h,: '" '
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I believe, Senator Douglas, that that answers one of your questions
put to the previous witness. The Oammanano case would deny de.
ductibility for an expenditure of that type.

Shortly thereafter, the Internal Revenue Service promulgated very
broad regulations which would definitely deny deductibility of contr.
buttons to organizations such as the Committee for Modern Courts.
Recognizing that such tax treatments might thwart the efforts of
public-spirited citizens and bar groups throughout the Nation to
modernize State court systems, the organized bar associations, whose
names I have mentioned, have all gone on record as favoring legisla.
tion which would permit, contributions to organizations such as the
one I represent to be deductible for Federal income tax purposes.

Senator Dirksen has introduced S. 2716, and Congressman Yates has
introduced H.R. 10080 to amend section 170(c) (1) of the Internal
Revenue Code of 1954.

Time is of the essence. The Illinois proposal will be presented to
the voters next November, and it is crucial that passage of the pro-
posed legislation be expedited so that funds required for an intensive
educational program, as Senator Dirksen pointed out, informing the
voters of the urgent need for the proposed judicial amendment, may
be gotten.

This will require the expenditure of substantial funds for staff, for
publicity, literature, and other campaign essentials in time to famili-
tate adoption of the proposal by the voters.

The problem is not confined to Illinois. It is nationwide. In 1962,
Colorado, Iowa, Nebraska, and North Carolina will have referendums
on constitution al amendments involving the judicial systems in those
States. Citizen and professional groups are working in Michigan,
West Virginia, and other jurisdictions toward formulation of pro-
posals for court modernization. But they have not yet reached the
State through submission to the voters. This is evidence of the mount-
ig recognition that improvements to our legal system should be the
constant concern not only of the legal profession but of all citizens.
The article in Fortune that I referred to said:

The American message of, the rule of law Is getting some serlotis Janitntng fieo,
of all places, the courts themselves. Delay in the trial of today's civil cases Is
so bad that Justice could founder under tomorrow's loads unless reformers get
their way.

At this critical period in- history, substantial -improvement must be
made prom tly in the administration of justice so that efficiency and
dispatch will prevail in the ope ation of our courts. As the late revered
Chief Justice Charles Evans Hughes said:

You cannot maintain democratic, institutlons by ,mere forms of words or by
patriotic vows. You maintain them by making the Institutionsiof out Republic
work as they ateititended to work,

The adoption of the proposed legislation would be a major forward
step and would stimuflate the widespread improvetnent to make our
most basic institution work ,as it was intended to work, abd help
immeasurably ,in expedition l6ngove'dtie improvements in'the admin-
istration of justide'throuhout the-Nation.'

I want to empfifitze; that the public policy In favordf making oU
courts work aiid be responsive to- the needs of the time should .iOr
vail over any possible loss of income or revenue which thGO6verm-
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meant feels may result. We can only guess, but we think it would be
0nly minimal.

We submit that this proposal is not preferential legislation for the
benefit of a special interest group, but rather a practical means of
Iielpina meet one of the great challenges of the day in accordance
with tFie American tradition of citizen participation in the Govern-
inent.
It deserves the support of all who, in the words of Dean Pound-

look forward to a near future when our courts will be swift and certain agents
of Justice, whose decisions will be acquiesced in, and respected by all.
That concludes my formal statement. 1 am indeed grateful for the

opportunity to appear before you.
I have a pamphlet that relates to the Illinois proposal so that you

will understand how comprehensive this reform is, and also a re-
print of an article from Fortune entitled "The Crisis in the Courts,"
which I would like to leave for the information of the committee.

The CHAIRMAN. Thank you, Mr. Kohn. The pamphlet and article
will be made a part of the committee files.

Are there any questions?
Senator BENNEI' . No questions.
The CHAIRMAN. Thank you very much.
(The full text of Mr. Kohn's prepared statement, with attachments

And a telegram referred to follow:)

STATEMENT OF Louis A. KOiix, VICE CHAIRMAN, THE COMMITTEE FOR MODERN
COURTS IN ILLINOIS, CHICAGO, ILL.

The Committee for Modern Cotrts in Illinois, Inc.' is a statewide organiza-
ion representing civic, religious, business, professional, agricultural, educa-
6onal and other groups in Illinois interested in improving the administration
of Justice in State courts. It is spearheading the current campaign for the adop-
Non by the voters at the general election in November 1962 of a revision of the
Judicial article of the Illinois State Constitution of 1870. The proPosal re-

eied the required two-thirds vote of the General Assembly of Illinois in 1961
ind the leaders of both major political parties have pledged their support of
te amendment in the forthcoming campaign. The need for complete reograni-
atlon of the Illinois court system is most urgent as the vast chblnge which
hWe, taken place during the last century have rendered the structure under
which the Illinois courts are now operated wholly outmoded and Inadequate to
meet the correfit hieeds'of the State. d i e t
Prior efforts to win legislative approval resulted in the adolitoim f' a huhiMl 6I

imenduient by the Illinois General Assembly In 1957 for submission to the voters
in 1918 (which hirrowly niissed obtoling tie .$dfiijod twj-thirds v~te of those
toting on the lssue) and in the 'adobtfi b te legislature in 961 of another
Wmliar proposal to b6. subittedto 'the voters next November. The need for
tompreensive reorganization of the State's judicial system is even zinore acute
oay with the ever-increasing backlog in the court" and solution of thIsaroblem

one of our most pressing domestic problems. 'To this' end and to assure
adoption of the Judicial amendment, it will 'be necessary to prosecute a vigorous
,atewide campaign In the months ahe/d. Past experience indicates that ade-
mate funds cannot be obtained unless contributiotns be , granted deductibility
4r Federal Income tax piurposes, and If the efforts of dedlchtede6tizeis to fin.

Incorporated as a not-for-profit corporatin n llnots on Jan. 17, 1902, forttbe follow.
X slurpose Atated In It4 charter: ,ro ec'aider prop goals for reorganization of 'the
dal branch of the government bf the State of ll1 o s : jtd provide Information And

Wie recommendations with regard thereto a to sek publ eupp6rt foil the Judtcinu hethd.
4t.to the C nitt on of the ltate, of ,inois. #cco p libing suph, reorganization; and

AIs of Its constitutional reorganl.zatloii Is aitAceAlheretb.'The lury. ceaes heing tried InApril, 1962 in the, Cireflt and SuperIdr, Courts'of Cobk
lt),, III,, were filed in 11 956and 1956.
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prove tile administration of justice are to succeed, legislation to that end Is
essential.

Unfortunately, section 3 of 11.1t. 10650, as passed by the House of Representa.
ties, would be a step i the opposite direction. Although section 3 would per.
nilt deduction of legislative or lobbying expenses, if otherwise an ordinary md
necessary expense of a trade or business, this section would expressly deny
deduction for any expense "In connection with any attempt to Influence the gen.
eral public, or segments thereof, with respect to legislative matters, elections,
or referendtlins." For the reasons hereinafter Indicated, if it Is to be the policy
of Congress to deny deduction for expenses incurred in connection with a public
referenldun, we ask that section 3 be amended so as not to apply to matters i.
volving judicial refornt. Moreover, we urge that section 3 be amended by adding
it new subsection which would provide expressly for deductiblllty of contribu-
tions to an organization committed solely to this cause.

In the prior efforts for constitutional revision In Illinois, the Illinois Com.
milttee for Constitutional Revision, Inc., organized as a not-for-profit corpo.
ration under Illinois law, was active in publicizing the need for constitutional
reforni and in seeking public support in 1950 amd 1954 of constitutionitl amend-
ments endorsed by it (other than the judicial amendment) which were approved
by the voters. In connection with these activities through 1958, favorable rul.
ings had been issued by the Internal Revenue Service, holding that contributions
thereto were deductible as charitable contributions under the provisions of see-
tion 170 of the 1954 code. However, In 1958 (although allowing deductibility for
that year in which the prior judicial amendment was voted on), the Internal
Revenue Service changed Its position with regard to the future status of such
organizations, and since then has Indicated that contributions for such purposes
would not be deductible. This position wias based on the conclusion that the
activities of the committee constituted "carrying on propaganda, or otherwise
attempting, to influence legislation," in violation of the restriction in section
170(c) (2) (D). Treating constitutional amendments as an extension of the
legislative process, a 1958 revenue ruling (Rev. Rul. 58-255, 58-1 C.B. 91) states
that "inasmuch as a constitution is a general or fundamental law, an attempt
to influence the adoption or rejection by the general electorate of a constitu-
tional amendment is basically an attempt to promote or defeat legislation." Sub-
sequently, lit 1959, the Supreme Court itn Cantmarano v. United States, 858 U.S.
498, applied a provision in the Treasury regulations (under the 1939 code) deny-
Ing deductions for lobbying expenses to expenses incurred for the purpose of de-
feating an initiative measure calling for a statewide election on prohibition.

Shortly thereafter the Internal Revenue Service gave a similarly broad inter-
pretation to the statutory restriction against lobbying activities in section
170(c) (2) (D), and the applicable Treasury regulations were amended to state
expressly that the term "legislation" in the statute included "action by the public
in a referendum, initiative, constitutional amendment, or similar procedure,"
section 1.501 ()(3)-1 (c) (3), Accordingly, an organization created and ofr
rated for the principal purpose of supporting constitutional revision would be
denied the benefit of deductions for contributions made to it Under present regu-
lations.

Recognizing that such tax treatment might thwart the efforts of public spirited
citizens and bar groups throughout the Nation to modernize State court systems,
the American Bar Association, the American judicature Society, the Illinois
State Bar Association, and the Chicago Bar Association have gone on record as
favoring legislation which would permit contributions fo organizations such as
the Comnnittee for Modern Courts to be deductible for Federal income tax ptlr-
poses. Resolutions of these organizations to that effect and endorsing legislation-
for such purpose introduced in the current session of Congress (S. 2716 by
Senator Dirksen, and H.R. 10080 by Congressman Yates) to amend section
170(b) (1) of Internal Revenue Code of 1954 to be effective with respect to tax-
able years ending after December 81, 1961, are attached hereto. It is therefore
recommended that a new subsection in conformity with these bills be added to
section 3 of H.R. 10650 which would allow deductibility of contributions made to'

"(1) A State, a Territory, a 'Possession of the United States, or any polittea!
subdivision of any of the foregoing, or the United States or the District of OMl-
bin, or any nonprolyt organization created and operated, eaoltsively to consider
protposajs for the reorgattiatiOn of the ju uioial branoh of the government of anl
of the foreoing, tooprovfide information to make recommendations, aneY to seek,
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pubito support or opposition as to sich proposals, but only if the contribution or
gift is made for exclusively public purposes." [New matter In italic.]

As indicated above, the Illinois proposal will be presented to the voters of that
State next November, and it is crucial that passage of the proposed legislation
approving deductibility be expedited so that the funds required for an intensive
educational program informing the electorate of the urgent need for the proposed
Judicial article. This will require the expenditure of substantial funds for staff,
publicity, literature, and other campaign essentials in time to facilitate adoption
of the proposal by the voters.

The problem is not confined to Illinois, but is nationwide. In 1962, voters in
the following States will also pass on constitutional amendments improving the
State's Judicial system. (With dates of referendum:)

Colorado (November 0, general election).
Iowa (June 4, special election).
Nebraska (November 0, general election).
North Carolina (November 6, general election).

Bar and citizen groups are also working ilLMtehigan, West Virginia, and other
States toward formulation of proposals for court modernization but these have
not yet reached the stage of submission to the voters.

This is evidence of the mounting recognition that improvements of our legal
system should be the constant concern not only of the legal profession but of all
citizens. As stated in the article "The Crises in the Courts" in Fortune (Decem-
ber 1961) :

"The American message of the rule of law is getting some serious jamming
from, of all places, the courts themselves. Delay in the trial of today's civil
cases is so bad that Justice could founder under tomorrow's loads unless re-
formers get their way."

At this critical period in history substantial improvement must be made
promptly in the administration of justice so that efficiency and dispatch will pre-
vail ii the operation of our courts. As stated by Chief Justice Charles Evans
Hughes:

"You cannot maintain democratic institutions by mere forms of words or by
patriotic vows. You maintain them by making the institutions of our Republic
work as they are Intended to work."

The adoption of the proposed legislation would be a major forward step and
stimulate the widespread movement to make our most basic institution work as it
was "intended to work," and help immeasurably in expediting long-overdue
improvements in the administration of justice throughout the Nation.

We submit that this proposal is not preferential legislation for the benefit of
a special interest group but rather a practical means of helping meet one of the
great challenges of the day in accordance with our American tradition of citizen
participation in government. It deserves the support of all who, in the words of
Dean Roscoe Potlild, "look forward to a near future when our courts will be swift
and certain agents of justice, whose decisions will be acquiesced in, and respected
by all."

COMMITTEE FOR MODERN COURTS, CHICAGO, ILL.

OROANIZATIONS ENDORSING JUCTIAL ARTIOLE OF 1002 AS OF APIML 9, 1002

American Association of University Women, llinois Division.
Anerican Institute of Architects, Chicago chapter.
Better Government Association.
Building Managers Association of Chicago.
Chicago Association of Commerce and Industry.
Chicago Par Association.
Chicago Committee of One Hundred.
Chicago Crime Commission.
Chicago ,i ilior Association of Commerce and Industry.
Chicago Real Estate Board.
Chicago Teachers Union.
Chicago Women's Aid.
Cit'ns of Greater Chicago.
City Club-of Chicago.
CIVIc Federation.
Committee on Illinois Government.
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('onference of Jewish Women's Organizations.
DePaul University.
Emanuel Congregation.
Federal Bar Association, Chicago chapter.
Firman House.
Illinois Agricultural Association.
Illinois Bankers Association.
Illinois Congress of Parents and Teachers, Chicago region.
Illinois Congress of Parents and Teachers.
Illinois Council of Churches.
Illinois Division of the American Civil Liberties Union.
Illinois Federation of Women's Clubs.
Illinois Manufacturers' Association.
Illinois Real Estate Association.
Illinois Retail Merchants Association.
Illinois Society of Certified Public Accountants.
Illinois State Bar Association.
Illinois State Conference of National Association for the Advancement of Colored

People Branches.
Illinois State Medical Society.
Independent Voters of Illinois.
Japanese American Citizens League.
Judicial Advisory Council of Illinois.
Juvenile Protective Association.
League of Women Voters of Illinois.
Metropolitan Housing and Planning Council.
National Council of Jewish Women.
Public Relations Society of America, Chicago chapter.
Taxpayers Federation of Illinois.
Union League Club.
United Church Women of Oak Park and River Forest.
United Church Women of Greater Chicago.
Wabash Avenue Association.
Welfare Council of Metrolopitan Chicago.
Women's Bar Association of Illinois.
Women's City Club of Chicago.
West Side Christian Parish.
Young Voters League of South Shore.

RESOLUTION OF BOARD OF GOVERNORS OF ILLINOIS STATE BAR
APRIL 28,1961

ASSOCIATION ADOPTED

Whereas the Illinois Committee for Constitutional Revision, Inc., an Illinois
not-for-profit corporation, hereinafter called the Illinois committee, has sup.
ported in the past, campaigns to revise various provisions of the Illinois State
Constitution including the judicial article; and

Whereas, prior to 1959, the Internal Revenue Service had ruled that contkibu-
tions made to the Illinois committee would be deductible for income tax pur-
poses as charitable gifts under section 170 of the 1954 Internal Revenue Code;
and

Whereas, since 1958, the position of the Internal Revenue Service with regard
to the construction of the statutory prohibition against gny "substantial part of
the activities [of the otherwise tax-exempt organization] carrying, on propa.
ganda, or otherwise attempting to influence legislation" has changed to include
within the proscribed area action taken to influence the public in regard to pro.
posed constitutional amendments; and

Whereas this newly broadened interpretation of the Internal Revenue Service
with regard to the statutory prohibition on legislative activities has been re-
cently incorporated in Treasury regulations (see., 1.501(c) (8)-(1) (0) (8))Y
relating to the deductibility of contributions to organizations engaged in the in-
fluencing of the views of the public with regard to constitutional measures;
and
Whereas, in view of the foregoing, the Illinois committees* unable to obtain

a favorable ruling from the Internal Revenue Service as to -the: deductiblitY'
for income tax purposes of current or future contributions made to it, for
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the lprpose of supporting the revision of the Judicial article of the Illinois
state constitution; and
Whereas the success of the current effort to revise the judicial article may

depend in large measure upon the ability of the Illinois committee to inform and
Mlucate the public as to the need for constitutional revision in this regard; and
Whereas it is believed that sufficient funds for this educational program can-

not be obtained by the Illinois committee without the aid of tax deductions for
contributions made for such purpose: Now, therefore, be it
Resolved by the Board of Governor8 of the JIltnois State Bar Association, That

the association support and urge the enactment of appropriate legislation which
would permit the deductibility for income tax purposes of contributions made to
stipl)ort revision of the Judicial article of the Illinois State constitution; and

Be it further
Resolved that the legislation be in the form recommended by the section on

Federal taxation of the Illinois State Bar Association, copy of which is attached
hereto and made a part of this resolution, or in such modified form as may
carry out the purpose of this resolution;

Be it further
Resolved that the Executive Committee of the section on Federal taxation be

iand it hereby is directed to take whatever steps may be deemed necessary to
obtain the introduction and passage of the legislation in the current session of
the 87th Congress of the United States, including the sending of not more than
twvo witnesses to Washington to support the legislation.
1, Amos M. Pinkerton, executive director of the Illinois State Bar Association,

do hereby certify that the above and foregoing is a true and correct copy of a
resolution unanimously adopted by the Board of Governors of the Illinois State
Bar Association at a meeting of said Board held in Chicago, Ill., on April 28,
1901, as same appears in the official records of the association.

[Seal] AMos M. PINKERTON1, Ea'ecutive Director.

RESOLUTION RE: CONTRIBUTIONS FOR JUDICIAL ARTICLE

Whereas contributions made to the Illinois Committee for Constitutional
Revision for the purpose of supporting an amendment of the Judicial Article of
the Illinois State Constitution are considered by the Internal Revenue Service to
be nondeductible for''income tax purposes, and

Whereas it is believed to be important to the success of the current effort
to revise the Judicial Article of the Illinois State Constitution that there be
allowed an income tax deduction for contributions made for such purpose.
Now, therefore, be it resolved that the Executive Committee of the Federal

Tax Section of the Illinois State Bar Association support, and urge the enact-
ment of, appropriate legislation which would permit the deductibility for income
tax purposes of contributions made to support revision of the Judicial Article
nf'the IllinOis State Constitution, and

Be'lt further resolved that' said legislation be inthe fbrm of the bill submitted
herewith, or in such modified form as may carry out the purpose of this
Resolution, and

Be it further resolved that the position 'Of the' Executive Committee of the
Federal Tax Section a represented by this Resoiutin, be brought to the attention
of the Baid of Governors of the Illinois Bar AssociatIon and that the Board
of Governors be urged 'to make every effort to secure the enactment of the fore-
going legislation.

Adopted unanimously by the llxecutive'Committee of the Federal Tax Section
of the Illinois State Bar Associatin, at a duly-called special meeting thereof
held in Chlicago, April 12, 1061, at which a, qurum was present.

A BILL To amend setion 170 of the Internal, Revenue Code of 1054 witb respect to
certain civic organizations

B6 it enacted by the 'Snate ptid Hotuse of Representattveg of the united States
01 At erica in. Con press gsseMizblid; Tht 64'tion iTO(c)'() 6f the Internhl Reve-
Due Code of 1954 (relatlng'to chatlitabd 1, bntrtbufioiid)is amended to read 4s

" '82190- -62 -pt. 6 - 21 , I I I
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"(1) A State, a territory, a possession of the United States, or any political
subdivision of any of the foregoing, or the United States or the District of
Columbia, or any organization created and operated exclusively to provide in-
formation and make recommendations as to the merits of proposals for the
reorganization of the executive, judicial or legislative branches of the Govern.
meant of any of the foregoing, but only if the contribution or gift is made for
exclusively public purposes."

SFEc. 2. The amendment made by the first section of this act shall apply to
taxable years ending after the date of the enactment of this act.

(HAITAImRLE DEDcTroNs FOR CONTRIBUTIONS FOR JUDICIAL REFORM IN ILLINOIS

The Illinois State Bar Association and the Chicago Bar Association are again
recommending to the State Legislature and to the people of Illinois a proposed
revision of the present Judicial Article' of the Illinois Constitution. The Judi-
clio Article under which the Illinois courts are now constituted and operated
was adopted almost 100 years ago and has not been revised since; the vast
changes which have taken place in Illinois during the last century have made
the court system, as established in the 1870 Constitution, wholly outmoded
and Inadequate to meet the current needs of the State. As Albert J. Harno,
Court Admiflistrator of Illinois and former Dean of the University of Illinois
College of Law, has said: "Our Judicial framework, with its multiplicity of
courts, which often overlap in jurisdiction, each operating in administration
In its own orbit, demands immediate attention. The present system is confus-
ing, It prodflces delays in justice, and it is needlessly expensive."

Vigorous efforts were made by the Illinois Bar and other civic-minded groups
In 1953, 1955. and 1957 to obtain the adoption of a modernized Judicial Article
In the State Constitution, but all were unsuccessful. With the passage of time,
It has become even more necessary that constitutional reform be adopted in
this area. To this end, and for the purpose of obtaining the funds needed to
educate and inform the Illinois voters as to the facts involved in judicial re.
form, It is believed essential that public contributions to the advancement of
this cause be granted income tax deductibility as charitable contributions.
In the prior efforts for the constitutional revision of the judicial article, the

Illinois Committee for Constitutional Revision, Inc., an Illinois not-for-profit
corporation, was active in publicizing the need for reform and in urging the
support of the public therefor. In connection with these operations through
1958, favorable rulings had been issued by the Internal Revenue Service, hold-
ing that contributions made to the Illinois committee were deductible as charit-
able contributions under the provisions of section 170 of the 1954 code. How-
ever, in 1958 the Revenue Service changed its position with regard to the status
of the Illinois Committee, and for the years after 1958, has refused to rule that
contributions to such an organization would be deductible for income tax pur-
poses. This position has apparently been based on the conclusion that the activi-
ties of the Illinois committee constituted "carrying on propaganda, or otherwise
attempting, to influence legislation," in violation of the restriction in section
170(c) (2) (D). Equating a constitutional amendment to legislation, the Re-
venue Service reasoned in a 1958 revenue ruling (rev. rul. 58-255, 58-1 0. B. 91)
that "inasmuch as a constitution is a general or fundamental law, an attempt to
influence the adoption or rejection by the general electorate of a constitutional
amendment Is basically an attempt to pronthte or defeatilegislation."

Subsequently, in 1959, the Supreme Court in Cammarato v. U.S., 358 U.S. 498,
applied a provision in the Treasury regulations under the 1930 code denying
deductions for lobbying expenses to expenses incurred for the purpose of defeat-
ing an initiative measure on a prohibitions issue. Shortly thereafter the In.
ternal Revenue Service gave a similarly broad interpretation to the statiltory
restrictit against lobbying activities in section 170(c) (2) (b), and the applic-
able Treasury regulations were amended to state expressly that the term 'legis-
lation" in the statute included "action by the public in a referendum, Ititiidtive,
constitutional amendment, or similar procedure," section 1.501(c) (8)-.t (c) (8).
Accordingly, an organization created and operated for the principal prpose, of
constitutional revi9on, as is the ease of the Illinois committee, w(uld be excluded
from the benefits of deductions for contributions made to it.

In order to corret this situation and to permit contributions ftom the general
public to'be deduetfile when made for the purpose of the reorganluation of the
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Illinois Judicial system, the Illinois State Bar Association, through its board ol
governors, urges the Congress to adopt legislation along the lines of the bill
attached hereto. This bill would amend section 170(c) (1) of the code to permil
deductions for contributions made to a nonprofit organization created and opera.
ated exclusively to study and develop proposals for the reorganization of any of
the three branches (executive, judicial, and legislative) of the State or local gov.
ernments, to issue educational material with regard to such proposals, to make
public recommendations and to seek tae voters' support (or opposition) thereon.

lhe type of organization which this proposed legislation would cover Is well
Illustrated by the Hoover Commission, as an organization whose sole purpose
was to reorganize and modernize the executive branch of the Federal Govern-
ineat. While the Hoover Commission was established and supported by the
Federal Government. it has been found necessary in Illinois for the bar as-
sociations, civic groups, and private citizens to develop and sponsor the reor-
ganization of the State court system. Since the proposed legislation is directed
at and limited to organizations whose objective is the reorganization of a
branch of the Government, no association or private group sponsoring or lobby-
Ing for substantive legislation would be granted the benefits of tax deductibility.
This limited objective is made even more clear by having the amendment In-
corporate within paragraph (1) of section 170(c), which now enumerates the
governments and political subdivisions to which deductible contributions may
be made, any nonprofit organization devoted to the improvement and moderniza-
tion of such governments.

To be entirely equitable, the proposed bill would cover both organizations
which sponsor reorganization plans as well as those which may oppose them.
Ilowever, the present statutory restriction to the effect that all contributions
under paragraph (1) must be "for exclusively public purposes" would also
apply to the newly added organizations so that no deductions under the bill
would be allowed for contributions made purely for private interests.

The type of reorganization proposal to be sponsored by the organizations
covered by the bill may be accomplished either through constitutional amend-
nients and other action necessary thereto in the case of situations where the
State constitution contains restrictive provisions requiring revision as in the
case of Illinois with regard to Judicial revision or through legislation, initiative,
and referendum in those situations where only, such latter action is needed to
effectuate the proposal.

In view of the fact that action on the Illinois constitutional proposal for
Judicial revision is anticipated at the current session of the State legislature
and that the question of approval may be presented to the Illinois voters
at the next general election in November 1962, It Is very Important for the
administration of justice in Illinois that a strong educational program be under-
taken immediately to assure the adoption of the program. Accordingly, the
proposed legislation would be made effective with respect to all contributions
made during taxable years ending after its enactment.

AMERIOAiq BAR ASSOCIATION

RESOLUTION ADOPTED BY IHE HOUSE OP bELEOATES, iEDRUAEY 20, "19*2

Whereas it has long been a primary purpose of the Amelican Bar Association
to Iniprove the admiistration of justice; and I

Whereas there is a widespread interest and activity on the part of civic or-
ganizations as well as bar associations throughout the United States In reor-
ganizing and modernizing State court systems and making them responsive to
present-day needs by adopting legislation and constitutional amendments to that
end; and

Whereas to accomplish such purpose it is necessary to conduct extensive
research, publicity, and educational programs requiring substantial funds; and

Whereas experience In some States Indicates that adequate funds for such
activities cannot be obtained unless contributions therefor are dedtlctible for
Federal income tax purposes; and
Whereas there haS beefi introduced In the 17th rOngress Of the United States

legislation amending the Internal Revenue oCode which would accomplish such
result: Be It
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Resolved, That the American Bar Association approves in principle S. 2716
(87th Cong., 2d sess.) introduced by Senator Dirksen of Illinois and H.R.
10080 (87th Cong., 2d seas.) introduced by Congressman Yates of Illinois, amend-
ing section 170(c) (1) of the Internal Revenue Code by allowing deductibility
of contribution to any nonprofit organization created and operated exclusively
to consider proposals for the reorganization of the Judicial branch of govern-
ments to provide Information, to make recommendations, or to seek public sup-
port or opooslt24, as to such proposals, but only if the contribution is made for
"exclusively pu ic purposes," and the association favors the adoption of this
legislation.

I hereby certify that the above is a true and correct copy of the resolutionas adopted. JosePH D. CALHOUN, Secretary.
Dated March 14, 1962.

THE CHIoAGo BAR ASSoCIATION

RESOLUTION OF THE BOARD OF MANAGERS, MAROH 29, 1962

Whereas the organized bar of Illinois and civic groups throughout the State
of Illinois, through an organization known as the Committee for Modern Courts,
are engaged in a campaign for the adoption of a proposed revision of the
present judicial article of the Illinois constitution; and

Whereas sustained efforts over a long period of years to obtain the adoption
of a modernized judicial article resulted in failure by a narrow margin In 1958
to obtain the required two-thirds vote in the general election, even though
contributions toward support of the campaign for its passage were then ruled
to be deductible as charitable contributions for Federal income tax purposes;
and

Whereas the Internal Revenue Service has ruled, in reliance upon recent
court decisions and revised Treasury regulations, that contributions for such a
purpose are no longer deductible; and

Whereas past experience in Illinois indicates. that adequate funds for the
educational program for judicial reform cannot possibly be raised without the
stimulus of deductibility of such contributions; and

Whereas the urgency of the need for constitutional authority for improvement
of the administration of Justice in Illinois is so great that a contribution to an
organization dedicated solely to this cause is well nigh equivalent to the pay-
ment of taxes to State and local governments, which are fully deductible; and

Whereas, section 8 of H.R. 10650, the Revenue Act of 1962, would expressly
deny deductibility of a contribution with respect to* the forthcoming referendum
on the revised judicial article for Illinois, even though it might otherwise be an
ordinary and necessary business expense: Be it

Resolved, That the Chicago Bar Association recommends that section 8 6f H.R.
06I50 he amended by adding thereto a new subsection (in conformity with S. 2716

(87th Cong., 2d seas.) introduced by SenatOr Dirksen and H.R. 10080 (87th Cnng.,
2d seas.) introduced by Congressman Yates) to amend section 170(c)'(1) of the
Internal Revenue Code of 1054 (relhtlfit to iharitable oontributioks) to be effec-
tive with respect to taxable years ending after December 81, 1961, and to read as
f6llbws:"(1) A State, a territory, a ,possession of the UtiIted States, or any'politiWl
subdivision of any of the foregoing, or the United Statbsor~theDistriet'of Co
lumbia, or any nonprollt orgtaniation created and operated exotusively to con-
sider Proposals for the reorgattluation ofthj fudital branh of the Government
of anyof the foreuong, to provide information, to mnake reobmmendations, and to
.9r0e public 8UppOrt Or OppOSftitOra tats ch proposal, but only if the contribu-
tion or gift' ismade for exclusively public purposes."

Mr-sottfo M ITTi' TvtYPPbRT or S. 9716t 87TH ColnREss, 2D SzEsstot;, 19; 62
Whereas efficientIadministration of justice ts essetitlai td 1the.'preservatiobn of

democratligoverdfohtt and ftedbm in America; andWhereaJttidlcial 6rganitztlon and pr6c~duremt be modeiernized and improved.
If the administration of Justice is to keep pace with the needs of modern'times;
and
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Whereas revisions of, judicial articles of State constitutions are' now scheduled
to go to the voters In six States and other proposals for reorganization of the
Judicial branch of government by constitutional amendment or by legislation are
In course of preparation in 'other States, the whole amounting to a nationwide
movement for judicial reform'; and

Whereas such judicial reform efforts cannot succeed without proper study, re-
search, and evaluation, and without adequate opportunity for the voters to under-
stand the need and the remedies proposed; and ,

Whereas an adequate research and public information program for that pur-
pose cannot be carried on without substantial finaticial support: Now, therefore,
be It

Re8olved by the executive committee of the American Judicature Society, That
the society favors and urges the enactment by Congress of S. 2710 providing that
gifts and contributions to States or political subdivisions or to nonurofit corpora-
tions for research, study, and educational efforts in support of or in opposition to
proposals for reorganization of the judicial branch of the government shall be
deductible for Federal Income tax purposes.

In witness whereof, the undersigned have set their signatures in certification
of the foregoing resolution duly adopted by the executive committee of the Amerl-
can Judicature Society on April 1, 1962.

Attest
President and Ohairman, ERecutive Committee.

Secretary and Exeoutive Director.

Nzw YORK, N.Y,, April 18, 1969.
Mrs. ELIZABETH SPBRINOER,
Chief Olerk, Senate finance Committtee,
New tSenate Offiee Building, Washington, D.C.:

Pursuant to request of Mr. Louis A. Kohn, we desire the following added to
the record in support of his testimony favoring S. 2716 and H.R. 10080 to permit
deduction of contributions to court reform organizations.

Delay, overlapping jurisdiction, and obsolete courts in New York State have
required 10-year fight for court reform. Expect several more yeirs to complete
our job. Raising funds is essential to support court reform. We believe that
the slight loss of revenue to the Government In this connection' is greatly out-
weighed by the urgent need to modernize the courts, which are the pillars of
the American way of life. DUNOAN EwbE,

Chairman Exeoutive Committtee, tomrmittee for Modern Coourts, Inc.
(New 'York).

The CHAI'RUAN. 'Th6 next' witness is Mr. Jolin J. Ryan, of the Ad-
vertisihg Fedihtioli of America.

STATEMENT' OF 16EN I. RYAN, -ADVERTISING FEDERATION OF
AMERIOA '

Mr. Rm-N. Mr. Cliarmhat and gentle6mn, miy name Is John lyah
and I am general counsel for the jdvertigingFderatin 'of America.
This is an orga'Mzajtion wli6se meibership"centers arotiffd 108 a-
ertising clubs located in leqdtig cities from the, Atlitie seaboaMt

as faA'6' ietas~ -Denv(~r% With'i 0 ''"i nl( a"ttjqld so 1 dobs" dif aOvertif
tnlitj, and "advertiriig fl&i'es rhe1r it$edr b 'tirI of tkrs.

1e htve nearly 10,0Oindividual corporti/i f rnbers which ate
also representative 6 advertisers, agencies;, hjfd media.
Jnia aditio t6 4nl this, the A 'eder4tib of Asibifca

maiitaiths close Ikison witli the A 'Rveising Assooidtiol, 6fthe west,
an ortmization of 44 advetitisiifg clubs operating in the area between
the W'est coast and.Denver.



REVENUE ACT OF 1962

The Advertising Federation of America is not a trade association;
it represents too many divergent interests to be that. But it is the
organization which has carried on the fight for truth in advertising
for over a half a century, which was the No. I sponsor of the Federal
Trade Commission back in 1913, and was the father of the better
business bureaus in this country a few years later. We have played
a role of both critic and defender of this industry which is the catalyst
that has triggered the union of American mass production and mass
consumption to produce the greatest economy the world has ever
known.

I should like to address myself to one and only one aspect of the
bill before us; that is, its flat prohibition against the deduction of
expenses lawfully incurred in publicly supporting or opposing or
otherwise commenting to the general public on legislative matters or
referendums even where it can be clearly demonstrated that such
expenditures are an ordinary and necessary expense of a business.

The'famous 6'ammarano case is the very prototype of the problem
which this legislation fails to correct. In that case, you will remember,
a beer distributor in the State of Washington made a contribution to
a fund to defeat a statewide referendum that would have made beer
distribution in Washington a State monopoly.

He deducted this expenditure as a business expense on the theory
that if the referendum had prevailed, he would have been put out of
business. Although the Supreme Court of the United States found
that the amounts expended were "ordinary and necessary," in fact,
essential to the very survival of the taxpayer's business, and that they
otherwise met all the requirements for deductibility as a business ex-
pense, it held that the regulation of the Internal Revenue Service
which prohibited the deduction of such an expense was valid and
until legislation was introduced which would countermand that regu-
lation, it went along with the regulation.

Since that time approximately 20 Members of the National Legis.
lature have introduced bills to correct this clearly inequitable situa-
tion and no less a personage than the Honorabla Hale Boggs of Louisi-
ana has introduced such legislation for the past two sessions. In
1960, the House Ways and Means Committee, by unanimous vote,
approved the Boggs bill but unfotInately the session ended before
the bill could be called up fboia vote.

The report of the House Ways and Means Committee, which was
prepared after a public hearing on the stibject and a great deal of
study and research into the histo and the complications involved,
set forth thereasons why the co&iMi 1fttee recommended this amendment
to the tax law.

No small- rt of the report is devoted to a consideration of the
diffliofities IiVolved in the fair adtiif1i#fati6tn of the existing ht*,
On page 8 the report says:

The administrative problems of a rule disallowing deduction for expenses
Incurred to influence legislation are such as to make very difficult admintstra.
tion on a uniform and nondiserimitory basis.

1980
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As authority for this conclusion, the committee cites a letter re-
ceived by it from the Treasury Department dated February 26, 1960,
which reads in part as follows:

Present law, particularly as it relates to the dues paid to trade associations,
institutional advertising, and the grassroots type of lobbying expenditure, is
difficult for the Internal Revenue Service to administer * * *.

Unless the Internad Revenue Service were to devote disproportionate man-
power from its basic collection function to policing this difficult and controversial
area, it would seem that uniform enforcement would be an unattainable goal.

In summing up, the report had this to say:
It seemed to your committee that if an expenditure is ordinary and necessary

to the conduct of a taxpayer's trade or business and is lawful, it is unfair for
the deduction to be disallowed just because the expense is incurred to influence
legislation.

This seems to be about as fair a test for allowable deductions as
could be devised and it is submitted that it is the only valid test that
should be employed in determining whether an expenditure is or
should be a deductible expense of a business. I I

Suppose the. tax regulation read "All ordinary and necessary ex-
penses of a business may be deducted except moneys expended for pay-
inent of rent." I am sure no one would attempt to justify such a law
and yet the bill before us employs just as arbitrary a test. The point
is that if it would be unfair to prohibit a taxpayer from deducting
money spent to protect his business from the weather, it is just as un-
fair to prohibit him from deducting money spent to protect his busi-
ness from legislative dangers.

Commenting to the House committee on the test that should be em-
ployed to determine deductibility, the Department of Commerce made
the following statement to the HOuse Ways and Means Committee:

It is our view that lawful expenditures by business enterprise to support or
oppose legislation at all levels of government, when involving the interests of
their particlar businesses, should be deductible as ordinary and necessary ex-
pellses * * *

We feel that the sound policy wotfld be to permit full deduction for all law-
fil expenditures that are related tothe business of the taxpayer.

The time-honored test of deductibility has always been, "Is the ex-
pense ordinary and necessary in the business of the taxpayer ?" AM'd
it needs no savant of the law to inform us that when an expenditure is
made to prevent legislation- that threatens econ6nnic life or the very
existence of a taxpayer, it is, in fact, an ordiniiry dind necessary ex-
pense.

We were very hopeffil that the omnibus bill would contain a; pro-
vision ad6pting this sound standard, but unf6ituhhitely it does not.
We are inf6rhed that there were many Members of the House wlio
wished to ameid this section of the bill on thb fl0br but were unable
to do so because the fluse was op~rtibg tidea a "closed rule" and
the Representattveswcoild only-Vote for or agaifist the bill as a Wh6le.
But we would like ydu gentlefnin to know thatwe feel very strongly
that there are pitfidples involved in this measure which far transcend
the amount of money involved and we are 'ho pftl that this coiniilit-
tee will amend this bll to insure the basio rig ts of titlzens shall not
be violated.

The basic rights I refer to, of cofirse, are the constituiti6nal rights of
freedom of speech and the right of p*titt fi. I
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When the Founding Fathers spoke of the right of freedom of
speech, they were concerned mostly with the right, of a citizen to stand
tip in the brown Square and speak his mind to every citizen in the
community, for generally by doing that he could reach every citizen
in the community. Basically what he was guaranteed by the Con.
stitution was the right to use the most effective means available to
get across his message and, in doing so, he was free to attack his
Government's policies, laws and leaders with impunity and immunity.

Today both the electorate and the elected have become so large and
so diffuse that such limited personal appeals would have small impact.

Today only by employing the most far-reaching media, can the
citizen's rights be expounded adequately and brought to the attention
of even a limited segment of this great Nation of ours. To deny the
citizens that right to employ the public press, radio, and television to
express his grievance to hi; fellow countrymen, except at prohibitive
cost, is to deny him both the right of freedom of speech and the right
to petition effectively for a redress of grievances.

And when you tell a corporate person whose income tax rate is 52
percent of net earnings that he may not deduct the cost of such ex-
pression except out of whatever profits are left after the payment of
taxes, you are imposing a fearful price on the exercise of these free-
doms.

Freedom of the press can be attacked in two ways: either by out-
right censorship, or by the more devious method of taxation.

Of the two, tie latter is unquestionably the greater danger because
it is more difficult to recognize for what it is. The present Internal
Revenue Service regulation which will become law by the passage of
the bill before us is an example of this type of censorship by taxation.

The proponents of this legislation would disarm us by arguing that
no direct tax is being levied here, that all this bill does is to disallow
institutional advertising as a business expense.

This may not be absolute censorship but it takes no mathematician
to realize that it is more than 50 percent censorship. And it may not
be direct taxation in the accepted sense, but it is painfully evident that
the taxpayer who tells the public that he can produce a better and
cheaper product than his rival, the U.S. Government, is going to have
a nuch bigger tax to pay at the end of the year if that rival ha pens
to be the U.S. Government instead of the XYZ Corp. down the block.

Let us bea'r inmind that the first amendment does not guarantee that
the citizen shall have the right to say one-half of what is on his mind
without fear or favor. Freedom of speech is an absolute guarantee of
the Constitlition. ' There are no degrees of freedom of speech spoken
of in t he Constitutiio. You either have it or .y6U don't have it.
Under this bill we will have it at a price and; if bnly those who can
afford it can enjoy it, then we as a nation:haven't got it at all. .

Hard cases nmae hard la,'s, we aretold. And perhaps hard times
make for hatd taxes. 'But, however great the need f or tax moneysfit
shild never be procured at tie cost of the sacrifice of the liberties
of any of our citizens.,

The CHAIRMAN. Thank yottt very miiehi, Mr. Ryan,
Aoy questions? I
Senator BExNNEI'r. No questions.
The CHAIRMAv. Thafik you, sir.
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(Mr. R1yan's prepared statement follows:)

STATEMENT BY HON. JOHN J. RYAN, GENERAL COUNSEL FOR THE ADVEr5I NG
FD'DEBATIQN OQ AuMEjuA

My name Is John J. Ryan and I am general counsel f6t the Advertising Federa-
tion'of Amerilca. I am'appearing here as the representative of an organization
whose membership centers around 188 advertising clubs located in leading cities
from the Atlantic seaboard as far wgst as Denver, with 20 national associations
of advertisers, media and advertising agencies represented on our board of
director, and nearly 1,000 individual corporation members which are also rep-
resentative of advertisers, agencies, and media. Thus we combine under one roof
all facets and phases of advertising-the advertiser, the agency, and media.
In addition to all this, AFA maintains close liaison with the Advertising Asso-
ciation of the'West, an organization of 44 advertising clubs operating in the area
between the west coast and Denver.

AFA is not a trade association; it represents too many divergent interests
to be that. But it is the organization which has carried the fight for truth in
advertising for over half a century, which was the No. 1 sponsor of the Federal
Trade Commission back in 1918abid was the father of the better business bureaus
In this country a few years later. So we have been both crWtc and defender
of this industry which is the catalyst that has triggered 'the union of American
mass production and nass consumptlohi to produce the greatest economy the
world has ever known.

I should like to address myself to one and only one aspect of the bill before us;
and that is, its fiat prohibition against the deduction of expenses lawfully in-
curred in publicly supporting or opposing or otherwise commenting to the general
public on legislation matters or referendums even where it can be clearly dem-
onstrated that such expenditures are an ordinary and necessary expense- of a
business.

The bill as drawn forbids such deductions for this most open and above board
type of lobbying wherein the taxpayer proclaims his point of view openly and
publicly, to all of his fellow citizens and asks their support, but at the same time
It authorizes the deduction of what might be described as "private" lobbying ex-
penses, the kind more susceptible to the secret practices which in the past have
given. people the impression that 'there is something evil per se about lobbying
and lobbyists. This is a strange and unrealistic approach to this problem which
has vexed the Internal IRevenue Service for many years.

The famous 'Oamttiarano case is the very prototype of the problem which this
legislation fails to correct. In that case, you will remember, a beer distributor
In the State of Washington made it 6ifitribution to a f i nd to defeat a statewide
referendum that would have made beer distribution in Washington a StAte
monopoly. He deduaeted this, expenditure as'a business expense on the theory
that-if the referendum had previkled,'lie Wiokldhav', been put out of business.
Alth6Ugh the Stpreme Court of ib f united States fund thht the amounts ex-
pended were "oinary and ?ecessary," in fact essenitlAl, to the very sarvithl of
the taxpayer's business, aild tliatthey otherwise met all the req Wre61e4ts for
deduetitility as a business' e pse, it held Ilht' the kegtlatlon of 'the Internal
Revenue Servlce Which proh t W-iddedtbtlin of such an expense was valid
and it felt bound to enforce it in the absence of legislative enactment to the 'con-
tr ary thatftinme overt dozeti legislators "hlve Introduced, bills to correct this'

clearly inequitable situation andno. less q.personage that the Honorable Hle
Poggs of'Lollslaiia has intrbdoced,'uch legislation fbr the past 2 years.' In 1060
the lI69Se Ways And Means Cb!Dggttee, by tpaainitiu, vote, gpproved~th Bogs
bill bit t'"tinfortunhtelY the sessibii ended before the 6111 'id be called Up 'fora vote.

Thd'report of the Hhse Wayk itii jehns tqfinifttee ,hch was prepared after
a pile hearlTg 15n the suWbject'ivta &ekt deahl of stud 'ahd research ito the
history and the'61iitehtloh#Ibvlied; set forth tli ftiiins *hy the colflfiift e
recommended this amendment to the tax law.

,Yo bmhll par of the 'r~prt i'dev'qted to eins11 'r~tin oW thid-lttel  in-
6lved in 'thefkirt adnifiliettatibi of thb e*tig lia0, On 0g68 th report smys:"Theadnilnli tratlve pi'obl~itis bf *1 rle d1s6llbwing deductloh for exohses In-

curred to influence legislation arq such as .to.mae yery difficult admnillstriAti6n1
on a unifooml andhfiid s/rfifi.t6ry bois."' .



1984 REVENUE ACT OF 19062

As authority for this conclusion, the committee cites a letter received by it
from the Treasury Department dated February 20, 1960, which reads in part as
follows:

"Present law, particularly as it relates to the dues paid to trade associations,
institutional advertising, and the grassroots type of lobbying expenditure, Is difm.
cult for the Internal Revenue Service to administer. It is difficult, if not im.
possible, for the Internal Revenue Service, with its present manpower, to 'censor'
or 'monitor' lobbying of the advertising orgrassroots variety. Indeed, it has been
the general position of the Internal Revenue Service that it is not only impracti.
cable but undesirable to attempt to substitute the judgment of the tax collector
for that of the businessman in determining the character of the advertising ap-
propriate for the business * * *

"Unless the Internal Revenue Service were to devote disproportionate man-
power from its basic collection function to policing this difficult and controversial
area, it would seem that uniform enforcement would be an unattainable goal."

The Treasury Department then concludes,
"The Treasury recommends early consideration by the Congress of the various

proposals designed to modify the ban to deduct the bar to deductibility of ex-
penditures in connection'wit4i the legislative phokess."

The balance of the report is devoted to the question of policy involved. With
regard to that, the report states:

"It seemed to your committee that it'an expenditures is ordinary and necessary
to the conduct of a taxpayer's trade or bfisiness and is lawful, it is'unfair for the
deduction to be disallowed just because the expense is incurred to Influence
legislation. Many have pointed out, for example, that expenditures to influence
legislation or the outcome of a referendum may be necessary for the very survival
of the taxpayer's business. This might be the case, for example, where a measure
before the voters in a referendum would outlaw the taxpayer's business, as was
the situation in the Cammarano case."

Tis seems to be about as fair a test for allowable deductions as could be
devised and it is submitted'that it is the only valid test that should be employed
in determining whether an expenditure is or should be a deductible expense of
n business.

Why should the Internal Revenue Service peiialize a taxpayer for engaging in
an activity which no other statute on the books condemns, particularly where
said activity is plainly for the advancement of his own business? Gambling is
Illegal and so it is fair for the Internal Revenue Service t6 impose such penalties
as it mny desire on gambling profits. So too with income which is the result of
uftlawfnl activities. But here no unlawful. activity is involved. Please note
that the regulation does not specify that the lobbying must be utflawful or even
unethical'in nature.

Suppose the tax regulation read, "All ordinary and necessary expenses of a
business may be deducted except moneys expended for the payment of rent."
I am sure no one would attempt to Justify such a law and yet the bill before us
employs just as arbitrary a test. The point is that if it would be unfair to
prohibit a taxpayer from deductifg money spent to protect his business from the
weather, it is just as unfair totrolhibit him fromdeducting money spent to pro-
teet his business from legislative dangers, which might well be far more
destructive to it than the weather.

Commefiting to the House committee on the test that should be employed to
determine deductibility, the Department of Commerce made the following
statement:

"Tt is or view that lawfill expenditures by business enterprise to support or
op .se legislation at all levels of government. when involving the Interests of
their pnrtieftlar businesses. should be deductible as ordinary and necessary
expenses. The iWWht of government has become so pervasive that businessmen
nud the organizntions which represent their interests often find It necessary to
convey to leazslafive bodies and to the public their views regarding existing or
proposed legislation. Freedom of expression is an essential element of a free
economy .

"t appears that a realistic solution to the problem will be found only in appro-
priatte lealslation changes. We feel that the sound policy would be to pernlit
full deduction for all lawftul expnditures that are related to. the business of
tho taxAyer,"

The time-honored test of dedctilbifltv has away, been.. "s the expense ordl-
nary and necessary in the business of the taxpayers I And it needs no savant of
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the law to inform us that when an expenditure Is made to prevent legislation
that threatens economi& life or the very existence of a taxpayer, it Is an ordinary
and necessary expense. It is surely necessary ai1! it"is certainiY. ordinary for
the Supreme Court has defined the term "'rdinary" to mean that which is the
accepted and common defense against attack. And, gentlemen, speaking out
against legislation that Is injurious to it is the only means of defense business
has against such attacks.

We were very hopeful that the omnibus bill would contain a provision adopting
this sound standard, but unfortunately it does not. We are informed that there
were many Members of the House who wished to amend this section of the bill
on the floor but were unable to do so because the House was operating under a
"closed rule" and the Representatives could only vote for or against the bill as
a whole. But we would like you gentlemen to know that we feel very strongly
that there are principles involved in this measure which far transcend the amount
of money involved and we are hopeful that this committee will come to under-
stand how fundamental are the principles herein involved and, understanding
them, amend this bill to insure that the basic rights of citizens shall not be
violated.

The basic rights I refer to are the constitutional rights of freedom of speech
and the right of petition.

When the Founding Fathers spoke of the right of freedom of speech they were
concerned mostly with the right of a citizen to stand up in the town square and
speak his mind to every citizen in the community, for generally by doing that he
could reach every citizen in the community. Basically what he was guaranteed
by the constitution was the right to use the. most effective means available to get
across" his message and, in doing so, he was free 'to attack his Government's
policies, laws and leaders with impunity and immunity.

Today both the electorate and the elected have become so large and diffuse
that such limited personal appeals would have small impact. Today only
through paid advertising and publicity, employing the most far-reaching media,
can the citizen's rights be expounded adequately and brought to the attention
of even a limited segment of the community, local or national. To deny the
citizen the right to employ the public press, radio and television to express his
grievances to his fellow countrymen, except at prohibitive cost, is to deny him
both the right of freedom of speech and the right to effectively petition for a
redress of grievances.

And when you tell a corporate person whose income tax rate is 52 percent of
net earnings that he may not deduct the cost of such expression except out of
whhitever profits are left after the payment of taxes, you are Imposing a fearful
price on the exercise of these freedoms.

The language of section 8 (e) of the proposed legislation is quite specific. The
taxpayer has no remedy even though the legislation or referenduhl he wishes to
complin about directly affects his business and what it doesuft say but what
Is imtplicitin its bald language is that he has no recourse even'though the very
legislation he would protest against will destroy him. Here indeed is the fulfill-
ment of the prophesy inherent In the warning, "The pbwer to tax is the power
to destroy."

Freedom of the press can be attacked In two ways; 'either by outright censor-
ship or by the more devious method of taxation. Of the two, .the latter is un-
questionably the greater danger because ltilh more difficult to recognize for what
It is. The present Integiyal Revenue Service regulation which will become law
by the passage of the bill before' us Is an example of this type of censorship bytnaxaton. :

The proponents of this legislation wotld, disarm: us by arguing that no direct
tax is blhg levied here, that all this bill does Is to disallow Institiotrbl ad-
vertilng as a business expense.

This may not be absolute censorship btItt thkes nomathematician t realize
that isi s more than 50-percent censorship. -And It Imy not be direct taxation in
the accepted seise butit is painfully evident tliat ' the taxpayer 'ho tells the
public that he can propce a better and cheaper product thanhie riva, the U.S.
Governfnehk is goii ,tohfifi a * iueh bigger, t to' ay at the enl 6f the year
than if he confined himself to, telling the pubie tliht hefters a, better deal than
his rival; the XYZ oip.- Let us bear ii mind thAt the first amendment does
hot guarantee that the citizen shall have the right to say one-half of what is
on his mind without fear or favor. Freedom of speech is an absolute guarantee
of the Constitution. There are no degrees of freedom of speech spoken of in
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the Constitutions You either have It or you don't h.lve, It. Under thisbill
we will haven't at a price and, if only those who can afford'!f can enjoy'It, then
we as a nation haven't got it at all'

Gentlemen, 'e all know tihit our democratic system of government Is based
on the premise that given a free fokum for all opinion, truth will inevitably pre-
vail over error, but we know top that for this system to work, there must be
complete freedom to speak for all. If we limit this fredom by either absolute
prohibition or by the placing of obstacles In its path in the fbrm of burdensome
taxation or restrictive licensing, we will destroy this system of democracy.

Hard Cases make hard laws, we are told. And perhaps hard times make for
hard taxes. But, however great the need for tax money, it should never be
procured at the cost of, the sacrifice of the liberties of any of our citizens.

The CHAIRMAN. The next witness is Mr. Paul Mains, the Press
Committee To Eliminate Censorship by Taxation.

STATEMENT OF PAUL MANNS, PRESS COMMITTEE TO ELIMINATE
CENSORSHIP BY TAXATION

Mr. MANNS. Mr. Chairman, Senator Bennett, my name is Paul
Manns. I live in'Bowling Green, Va. I am editor and publisher of
weekly newspapers in three adjoining counties in Virginia about
midway between Washington, D.C., and Richmond. My three news-
papers are: The Caroline Progress of Bowling Green, the KingGeorge
News, of King George; and 'the Westmoreland News of Montross.
A few years ago I. was president of the Virginia Press Association.

The Press Committee to Eliminate Censorship by Taxation, for
whom I am appearing here today, was organized just over a year ago
in the spring of 1961. It is a very informal organization ith 205
editors and publishers from 42 States who signed up as members.
With the chairman's permission, I will furnish a list of the names of
the newspapermen who sighiifled their desire to serve on this Coin-
mittee.

(The'list referred to follows :)
Pa.Ess Co MrTTx E To ELIMINATE CsNsoStP 'DY TAXATION

Alabama: Dick Smith, publisher', Sumter County Journal, York, Ala.
Alaska:

George 0. Anderson, publisher, the Alaska Spotlight, Box 116, Anchorage,
Alaska#

Theodore. 0. Schmidtke, the Frontiersman, Box D, Palmer, Alaska.
Arizona:

Jamhes A. Hamra, publisbep,, Peoria Times and Valley Farm News, Peorial,

War n 7 .6 Morrell', Wubbosier, the Glendale News, Glendale, Ariz.
Arkiknsas:.

Ark ' hb;"C ng, ediftor, Banner-News, 57. ,asp Main, Magnolia, Ark.
W. R Cortney, editor, Wynne Progress,' Post Office Box 810, Wynne, Ark.
H.. TIprris, editor, Courler-Newv Box 880, Blytheville; Ark,. -
Perrin I6es, f tublaher, Searcy ',Vrk,) Daily 0itizenj Searcy, Ark.
nlay 1iba1l, p lii}, De Queen' Daily Citizen, Deueen, Ark,
Cafltin MAnen, editor, the 1Daily IIder, Stuttgart, Ark,
•John.~-. ewman6 , eto I, 'Daily Times, Harrison, Ark,
LTAdd yna,, editor and, publI heb,,rh Piggott Banner, 128 South Second

F 6d 7.vi otr, pi PaaO ally Press, Pnva '. n ptlsir tki bkln~ rojq e; th, Aik " Beb , r. .
FredA, .r., i~i ~er, . ... editor an 'publ1s er, Prgud•Diyies ad
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California:
Herbert L. Belerle, editor-publisher, the Newark Sun, 54 Lewis Center,

Newark, Calif.
Mark II. Edwards, editor-publisher, Santa Paula News, Post Office Box

390, Santa Paula, Calif.
1Mark H. Edwards, editor-publisher, Santa Barbara Star, Ventura County

News, Galeta Valley Times, Oxnard News,' Post Office Box 890, Santa
Paula, Calif.

IR. Robert Evans, publisher, Shafter Press, Post office Box A, Shafter, Calif.
Norman B. Foster, Barnes Chase Co., San Diego, Calif.
Max Goodwin, publisher, Lemon Grove Review, 7834 Lester Street, Lemon

Grote, Calif.
Francis E. Howard, publisher-printer, Inter Mountain News, Post Office Box

295, Fall River, Mills, Calif. 1
John Hudson, publisher, Lucerne Vally Leader, Post Office Box X, Lucerne

Valley, Calif.
Hal W. Hunt, editor-publisher, Shasta County Chronicle, Box 077, Bfirney,

Calif.
Carlyle Reed, Union-Tribune Publishing do., Oi1 Second Avenue, San

Diego, Calif.
Hamilton V. B. Riggs, publisher, Fillmore Herald, Post Office Box 727,

Millmore, Calif.
Frank H. Wisner, editor and publisher, Trl-Vdlley Newspapers, Inc., 09

Glenn Drive, Camarillo, Calif.
Colorado:

Milton H. Booth, Arkansas Valley Journal, La Junta, Colo.
Frank S. Hoag, Jr., publisher, Star-Journal Chieftain, Pueblo, Colo.
John Jameson, publisher, Englewood Herald, Box 89, Englewood, Colo.
Walt McKinstry, Jr., publisher, Grit-Adv0ate, Julesburg, Colo.
Bus Tarbox, Golden Transcript, Golden, Colo.
Preston Walker, publisher, Sentinel Publishing Co., Grand Junction, Colo.

lonneticut:
Myles Standish, Norwich Morning Bulletin, 66 Franklin Street, Norwich,
Conn.

Luis J. A. Villalon, editor, the Town Crier, Box 30, Westport, Conn.
-Delaware:

Ralph Orapperhaus, Delmarva News, Selbyville, Del.
W. Wright Robinson, Leader-News, Post Office Drawer 771, Seaford, Del.
Jack Smyth, editor-publisher, Delaware State News, 10 North Street, Dover,

Del.
-orlda:

Jack W. Gore, Fort Lauderdale News, Fort Lauderdale, Fia.
Sam D. Melson, publisher, Chronicle, Chronicle Building, Box 4607, Jack-

sonville, Fla.
_ rgla:'

M. R. Ashworth, publisher, Ledger-Enquirer, Columbus, Ga...
DuPree Jordan, Jr., president and chairman, Jordan Enterprises Weekly

Newspapers, Atlanta,',a. G.. I a 4 .
E. W. Mathews, publisher, Cidele' Dslspafh, '06dele, Ga.
Homer M. Rankin, publisher, Daily Tifton Gazette, Tifton, Ga.

Idaho:
Everett A. Colley, publisher, Owyhee Chrnbkledl, 20 East Idaho Avenue,

Homedale, Idaho.
Adam J. Kalb, Publliher, Vree Pxess Post Offlee Box i11, Nampa, Idaho.
Harry N. Nelson, editor and publisher, American, Weiser, Idaho.
L. E. Pletsech, copublisher, Sandpoint News-Bulletin,' Sandpoint, Idaho.

Illinois:
Martin Brown, manager, Calro' Evening Olfzen, Cairo, illS
John Kilpatrick, publisher,.. industrial, News, 3804, West. 63d Street,

Chicago, Ml.
Donovan M. Kramer, puPlisher, Fairbury Bl de,0airbury, Ill.
Frank' t' Mils, -edlfor,, 'hroi4cl-j Hrald, ,oopeston, I1l4.
R .y 'I Rcker, editor-ubliiher, Leader, idgeport, .
Robert 10. Shaw, co-pubiisher Dixon Evening Telegraph, bixoi, iiI.
Edward A. Taylor, publisher, the Pulaski Enterprise, Mounds, Ill..-
Joseph 0. Velba, editor, Community Reporter Newspapers, 4072 West 26th

Street, Chlicgo, Ill.
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Indiana:
John Backes, managing editor, the Washington Daily Times, Washington,

Ind.
Claude Billings, publisher, the Akron News, Akron, Ind.
George L. Carey, publisher, the Daily Clintonian, 422 South Main, Clinton,
Ind.

Chester W. Cleveland, publisher, Indiana Business and Industry, Culver,
Ind.

Artley D. Cullum, publisher, Mentone News, Mentone, Ind.
Robert G. Huneke, editor, the Herald-Tribune, Post Office Drawer 89, Bates.

ville, Ind.
Eugene N. Marten, president, LaGrange Standard-LaGrange News, Box

148, LaGrange, Ind.
James T. Neal, editor, Noblesville Daily Ledger, Noblesville, Ind.
W. A. Vance, publisher, Journal-Review, Crawtordsville, Ind.
Everett White, publisher, the Ricliland Press, 813 East Summit, Attica,
Ind.

Iowa :
John D. Baldridge, publisher, Chariton Leader, 815 Braden Avenue, Chari-

ton, Iowa.
J. R. Gallagher, editor and copublisher, Belmond Independent, Belmond,

Iowa.
IHenry B. Hook, publisher, the Morning Democrat, Davenport, Iowa.
M. P. Kruse, editor, Cedar Valley Daily Times, Vinton, Iowa.
J. W. McCutcheon, editor, Hawkeye-Record, Mt. Vernon, Iowa.

Kansas:
Frank D. Boyd, publisher, the Citizen, Overbrook, Kans.
Jess Denlous, Jr., publisher, Daily Globe, Dodge City, Kans.
Dwight Payton, publisher, Ellsworth Messenger, Ellsworth, Kans.
Sain Shade, editor and publisher, Sedan Times-Star, Box F, 117 North

Chautauqua, Sedan, Kans.
Park Wilcox, publisher, the Democrat, 101 West Central, Wichita, Kans.

Kentucky:
W. T. Davis, editor-publisher, Lyon County Herald, Eddyville, Ky.
Douglas Galbraith, publisher, the Paintsville Herald, Inc., Paintsville, Ky.
Alfred Jones, editor, News-Democrat, Main Street, Carrollton, Ky.
Percy H. Landrum, publisher, the Ohio County News, Box 45, Hartford, Ky.

Louisiana:
Marcel M. Blenvenu, publisher, Tache News, Post Office Box 81, St. Martin-

ville, La.
Nathan Bolton, publisher, Bastrop Daily Enterprise, Bastrop, La.
Robert D. Miller, publisher, the Jenflings Daily News, Post Office Box 010,

Jennings La.
John R. Thistlethwaite, editor-publisher, Daily World, Opelousas, La.

Maryland: Dr. John R. Steelman, publisher, Suburban Record, Silver Spring,
Md. (Cochairman of press committee.)

Massachusetts:
Williin, 0. CNulter, Clintion Daily item, Cii0neon, Mass.
Leonard D. Wood, Arlington Advocate, Arlingtob, Mass.

Michigan:
Jackson 0. Oorlsby, publlih6r, Antrim County News, Bellaire, Mich.
Walt Rummel, publisher, Blade-Crescent, Sebewaing, Mich.

Mtfinnesota:
W. S. Adams, editor, the Roseau Times-Region, Roseau, Minn.
Elmer V. Engberg, manager, the Progress-Register, 417 Hennepin Avenue,

Minnehpolis, Minn.
Lem Kaercher, publisher, Ortonville dependent, Ortonville, Mitn.
Mrs. Frieda . Monger, editor and publisher, Duluth Publicity, 409 tbycem,

Duluth, Minn.
Claude N. Swanson/,Box 422, Fairmont, Minn.Mississippi:
Powell Glass, r,, editor, Sea Coast Echo, Box 290 Bay Saint Louis, Miss.
Charles I. Jacobs, publisher, Leader-Times, Post Ofce Box, 551, Brook-

haven, Miss.
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Mfissouri:
C. L. Blanton, 205 gouth New Madrid, Sikeston, Mo.
Frank W. Farmer, publisher, the Sweet Springs Herald, 205 Lexington

Avenue, Sweet Springs, Mo.
Frank H. Hollmann, editor and manager, the Warrenton Banner, Warren-

ton, Mo.
Phil Shade, publisher, Advertiser-News, Lexington, Mo.
T. Ballard Watters, editor and publisher, the Marshfleld Mail, Marsh-

field, Mo.
Stanley E. White, manager, Lamar Democrat, Lamar, Mo.

Montana :
K. A. Eggensperger, publisher, Sanders County Ledger, Thompson Falls,

Mont.
Sam Gilluly, publisher-manager, Montana Citizen, Helena, Mont.
Chet F. Kavanagh, publisher, Independent-Observer, Conrad, Mont.
R. U. Poe, editor, Yellowstone News, Billings, Mont.
Frank A. Whetstone, Cut Bank Pioneer Press, Cut Bank, Mont.

Nebraska:
Jerry Huse, publisher, the Norfolk Daily News, Norfolk, Nebr.
Mrs. E. C. Leggett, publisher, Ord Quiz, Ord, Nebr.
W. H. Plourd, publisher, Nance County Journal, Fullerton, Nebr.
J. Hilton Rhoades, editor and publisher, Enterprise, Blair, Nebr.
Richard J. Sheehan, editor, Bellevue Press-Sarpy County Gazette, 2217

Franklin Street, Bellevue, Nebr.
W. A. Stauffer, editor, News-Times, York, Nebr.
Floyd C. Wisner, Daily Star-Herald, Scottsbluff, Nebr.
Warren C. Wood, publisher, Gering Courier, Gering, Nebr.

New Hampshire:
Edward S. Seavey, Jr., editor, Hampton Union, 575 Lafayette Road, Hamp-

ton, N.H.
Harry B. Thayer, Jr., Exeter News Letters, Exeter, N.H.

New Jersey:
Chris M. Parson, editor and publisher, the Observer, 44 West Church Street,

Blackwood, N.J.
Don Robinson, editor and publisher, American Press, Stanton, N.J.

New Mexico:
Orville E. Priestley, editor, the Sun-News, Las Cruces, N. Mex.
Edwin M. Stanton, News Chieftain, Albuquerque, N. Mex.
The Torrance County News, Mountalnair, N. Mex.
The Catron County Reporter, Reserve, N. Mex.
The Sandoval County Journal, Bernalillo, N. Mex.
Robert L. Summers, publisher, Hobbs Daily News-Sun, Hobbs, N. Mex.

New York:
Frank 0. Forbes, president, Weekly Newspaper Representatives, Inc., 404

Fifth Avenue, New York, N.Y.
Mrs. Denny S. Griswold, editor and publisher, Public Relations News, 815

Park Avenue, New York, N.Y.
Robert Hall, publisher, Warrensburg News, Warrensburg. N.Y.
Edward M. Herrschhtft, publisher, Kings County Chronicle-Queens County

Post, 175 Shepherd Averne, Brooklyn, N.Y.
Howard B. Silberstein,. editor and publisher, Catskill Daily Mail, Cat-

skill, N.Y.
A. J. Smitherman, editor and publisher, the Empire Star, 234 Broadway,

BUMfflo, N.Y.
00rth Carolina:

David B. Gillespie, editor, Shelby Daily Star, Shelby, N.0.
L. Barron Mills, Jr., editor and publisher, the Randolph GUide, Post Office

Box 611, Asheboro, N.C.
Spencer Murphy, editor, the Post, Salisbury, X.O.
J. Mayon Parker, editor, the Herald, Ahoske, N.C.

orth Diikta:
Grant M. lielgeson, publisher, Haikinson News, Hankinson, N. Dak.
Harry . Polk, editor and publisher, Williston Herald, Willlstoi, N. Dak.
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Ohio:
Clarence J, Brown, Jr., publisher, Urbana Daily Citizen, 225 South Main

Street, Urbana, Ohio.
M. M. Ferguson, editor-publisher the Sentinel Herald, 5710 Summit Street,

Sylvania, Ohio.
Frank W. Spencer, editor and publisher, The Advocate, Newark, Ohio.
Robert B. Wallace, editor, The Tribune, Coqhocton, Ohio.

Oklaihoma :
Iltiioks 1I. Bicknell, editor id publisler. The Ava ieRevew-Courler, Box

'131. Alva, Okla.
Ed Bureliflel, Dally Democrat, LPattls Valley, Ola.
Bruce Carnett, publisher, Sand Springs Leander, Box 397, Sand Springs, Ola.
llly W. Denson, publisher, Ellis County Capital, Arnett, Okla.

Wnyiv, S. Jeflerle.4, owner and publisher, Dewey HeraldRecord, Box 3:.9,
I )ewey, Okla.

.1. ,. lennlngs, editor, Exainer-Euiee'prlse, Bartlesville, Okla,
W. 1). Little. editor, The Ada (Okla.) Evening News, Ada, Okla.
Ed lvwrmore, editor, Sapulpa Dally Herald, Sapulpa, Okla.
i'erry E. Wilte, publisher, the Big Pasture News, Box 328, Grandfleld, Okla.
I)avid 1,. Wire, news editor, Northwest News, Box 186W, Oklahoma City,Okla.

( regon :
Phlilp N. Bladife, publisher, the News-Register, Post Office Box 510 M11Mi-

vlule, Oreg.
M.%organ Coe, puhlisher, Astorin-Budget, Post Office Box 210, Astoria, Oreg.
Elmer R. PrIle. Linoln County Leader, Post Office Box 816, Toledo, Oreg.
'roi Straub, publisher, the Lane Reporter, Fall Creek, Oreg.
I,. T. Ward. publisher, Benton County Review, Post Office Box 518. Ph1ilo-

moth. Oreg.

,olon A. DeRenzo. editor-lblishelr, Altoona American, Post Office Box 47,
Altoona, Pa.

,. Victor Freeston, editor, Easton Road uilde. 128 South Keswick Avenue,
Olenside, Pa.

W. M. IlkIns, editor. Coraopolts Record, 1000 State Avenue, Coraopolis, Pa.
1fm . ). D. Lillich, pl)lisher, City and Suburban Life, 647 California Avenue.

Avalon, Pittsburgh, Pa.
(Iuy W. Paul, editor and publisher, the Courier, 605 Main Street, Bentley-

%#fle. Pa.
.aines B. Werner, imblisher, Somerset Democrat, Post Office Box 187, Somer-

set. Pa.
A. S. Wilder, editor. Daily News, Lebanon, Pa.

S mlnh Carolina:
Thomas P. Davis. editor and publisher, the Georgetown Times, Georgetown,

S.C.
J. L. Wigains. editor and publisher, the Hartsville Messenger, Hartsville,

S.C.
South Dakota: Donald Johannsen, publisher, Winner Advocate, 125 West Third,

. Winner, S. Dak.
Tlessee :

Johi W. Finney, editor, thte Daily Herald, Columbia, Tenn.
W. T. Franklin, ,Tr., i)ublisher, the Lexington Progress, 211 Broad Street,

Lexington, Tenn.
.John Tlhms IT, Dally Gazette-Maill, Morristown, Tenn.

Texas :
leRny M. Anderson, Sr., editor, Denison Press, 926 West Sears, Denison,

Tex.
J. L. C. Beaman, publisher, the Duval County Facts, Gonzalez Builditg,

San Diego, Tex.
W. 1. Berger. publislher, Hondo Anvil Herald, Box 218, Hondo, Tex.
Jon R. Compton, publisher, Mount Enterprise Progress, Mouit Enterprise

Tex..
James- 11. Dennis. publisher. ,TaCksboro Oazette-NKews, Box 578, ,acksboro.

Tox.
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Texas-Contlifd,
Gabe (iarrett. publisher, Volee-Clronele-Nueces Co. News, Flout f:liff He-

porter, 1115 Kinney Avenue, Corlus- Christi, Tex.
Jack l1owertolt, publisher, Daily Record, Cuero, Tex.
W. W. Kittley, editor, the Kerens Tribune, Post Office Box 188, Kerens, Tex.
Fred C. Latchan, Jr., publisher, Beeville, Bee-Picayune, Beeville, Tex.
J. 0. Mahaffey, Texarkana Gazette and News, Texarkana, Tex.
B. J. Morgan, Advertiging, Manager, the Orange Grove Observer, Schmidt

Building, Orange Grove, Tex.
Utah :

C. W. Claybaugh, publisher, News & Journal, Brigham City, Utah.
George E. Jones, publisher, San Juan Record, Box 428, Monticello, Utah.

Virginia:
Richard F. Beirne, the Virginian, 311 Monroe Street, Covington, Va.
Charles M. Keen, Jr., publisher and editor, News-Journal, Chester, Va.
Paul W. Manns, editor and publisher, the Caroline Progress of Bowling

Green, the King George News of King George, the Westmoreland News of
Montross, Bowling Green, Va.

E. Walton Ople, publisher, the Stauntoh Leader and Sunday News-Leader,
Staunton, Va.

A. Robbins, Jr., publisher, the Hopowell NeWs, Hopewell, Va.
Louis Spillman, editor and publisher, News-Virginian, Waynesboro, Va.
W. L. Willis, Jr., editor, Henrico Herald, Box 840, Richmond, Va.

Washington :
Ashley E. Holden, Sr., publisher, Tonasket Tribune, Post Office Box 518,

Tonasket, Wash.
J. Clifford Kaynor, publisher emeritus, Ellensburg Daily Record, 1003 Fourth

Avenue, East Ellensburg, Wash.
Bill Wilmot, Colfax Gazette, Colfax, Wash.
Walt Woodward, publisher, the Bainbrldge Review, the North Kitsap News,

Post Office Box 147, Bainbridge Island, Wash.
West Virginia:

Samuel D. Mason, editor and publisher, the Sentinel, Post Office Box 448,
White Sulphur Springs, W. Va.

Thomas W. Russell, the Daily Sentinel, Grafton, W. Va.
Wisconsin:

William E. Branen, editor, Standard-Press, Burlington, Wis.
Paul J. Creviere, general manager, De Pore Journal-Democrat, 120 South

Broadway, De Pere, Wis.
W. B. Chilsen. publisher Daily Herald, Merrill, Wis.
Walter E. Gleason, publisher, Clintonvllle Tribune-Gazette, 13 11th Street,

Clintonville, Wis.
Elmer S. Haftmant, editor, Inter-County Leader, Oak Street and First Ave-

nue, Frederic, Wis.
Fritz Rathmann publisher, Milwaukee County News, 4124 South Austin

Street, MilwaUkee 7, Wis.
Francis F. Schwenler, editor and publisher, Times, Mosinee, Wis.
John J. Shiners, editor and publisher, Times-Press, 730 Center Street,

Hartford, Wis.
Arnott Widstratid, Jr., editor and publisher, La Farge Enterprise, La Fargo,

Wis.
Wyoming:

Lee R. Call, editor and publisher, Star Valley Independent, Afton, Wyo.
Jack W. Perry, Casper Tribuine Herald & Star, Casper, Wyo.

Mr. M, -s. The co-chairmen are Alex H. Washburn, editor of the
ffope Star of Hope, Ark. and Dr. Tohn R. Steelman, publisher of
tlu Sulurhan ReCord of Silver Spring, Md. I was eked to testify
because, I am an editor and pulisher who has been lionored for many
years by beig privilegod to serve in the Virginia House of Delegates.
TIis experience has given me the opportfnity of observing the prob-
lemA we are considering from two different viewpoilnts. It is on this
basis that I hope the testimony I shall give today will be helpful to
the elairman and the menibers of the Senate Conmmittee on Fitmaflee.
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My appearance here is the result, in part, of professional interest in
the subject I am prepared to discuss, but it is also inspired by strong
personal convictions as a Jeffersonian Democrat. With such convict.
tions it becomes a matter of duty to fight in defense of liberty, free
speech, and the right of petition wherever these rights are endangered.

Section 3 of H. R. 10650 is certainly one of the least publicized por-
tions of the 240-page bill now before you. Yet, the issue whicl it
raises-the matter of a price tag on the right to petition-is as funda-
mental to the future of our country as any of the economic provisions
of this legislation.

As it is now, the language of section 3 of the bill concerns itself with
only one phase of the problem. It deals with the tax deductibility
of expenses incurred for appearances in connection with the promo-
tion or defeat of legislation. It does not establish deductibility for
what the Internal Revenue Service chooses to call-
carrying on propaganda (including advertising) to influence the public with
respect to the desirability of proposed legislation.

Section 3 authorizes deductions for all ordinary and necessary ex-
penses in direct connection with appearances before, submissions of
statements to, or sending communications to committees or individual
members of any legislative body with respect to legislation of direct
interest to the taxpayer.

It further allows a similar deduction for expenses in direct connec-
tion with communication of information between the taxpayer and an
organization of which he is a member with respect to legislation of
direct interest to the taxpayer and such organization. Deductibility
also is provided for that portion of the dues paid to any organization
of which the taxpayer is a member and which is attrbutable to the
activities I have just described.

The passage of section 3 by the House of Representatives marks a
step forward. It authorities the tax deduction of all the ordinary and
necessary expenses involved in bringing to the legislators information
relative to legislation of direct interest to the taxpayer. Incidentally,
the House quite properly prohibits the deduction of any amount paid'
or incurred for participation in any political campaign. Unfortu-
nately section 3 goes on to prohibit, also, the deduction of any amotilt
paid or incurred in connection with any attempt to inffleOnce the
general public or segments thereof with respect to legislative matters
or referendums. In other words, informing legislators is deductible
but informing the general public or, more importantly, correcting
misinformation to which the general public has been exposed is not,
deductible.-

I am here today to support the idea behind section 3 of H.R. 10650
except for the very last limitation cofitained in subparagraph (B)
which I have just discussed with'you and to ask you to consider
expanding on tlat idea. I urge that the provisions of this section
be amended to include the provisions of the bill, S. 467, introduced
jointly by two distinguished members of this great Senate Comittee
on Finance: Senator Hartke of Indiana and Senator Kerr of
Oklahoma.

The Hatke-Kerr bill is essentially the same as H.R. 7123, oiginally
introduced in the Hpuse during the 86th Congress by Representhtlve
Hale Boggs of Louisiatia. Y6u will remember that this legislation
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was amended by the House Committee on Ways and Means and re-
ported unanimously on July 1, 1960. Unfortunately it was too close
to adjournment for further action and the bill never reached the floor
of the House.

In the 87th Congress, legislation similar to the Boggs bill or the
Ways and Means Committee bill has been introduced in the Senate
by Senator Hartke and Senator Kerr and by Senator Capehart of
Indiana. In the House eight Members have recently introduced leg-
islation to accomplish this same purpose. They are: Representative
Teague Democrat, of Texas, .Boggs, Democrat, of Louisiana, Byrnes,
Republican, of Wisconsin, Miller, Republican, of New York, Wilson,
Republican, of California, Dooley Republican, of New York, Pelley,
Republican, of Washington, and the late Overton Brooks, Democrat,
of Louisiana.

The need for legislation in this area is emphasized by the fact that
there is at present no duly enacted law on the books to'guide the tax-
payer, the courts, or the Internal Revenue Service. Congress has
never ado pted any measure to lay down exact limits as to the deduc-
tibility oiexpen ditures made to influence the passage or defeat of
legislition.

All Congress has said-and the latest version appears as section
162 (a) of the Internal Revenue Code of 1954-is:

There shall be allowed as a deduction all the ordinary and necessary expenses
paid or incurred * * * in carrying on any trade or business * * *

To the layman it might seem logical that a businessman who spends
his business's money to oppose passage of legislation which would
damage or destroy his business would be allowed to deduct as an ex-
pense the cost of fighting this battle for survival. This might even
seem to be the intent of Congress.

But for many years, the Internal Revenue Service has disallowed
deductions of gross income for expenses made for the purpose of in-
fluencing legislfation even when the legislation affected the income and
the continued existence of the business itself. Through stepped up
enforcement and a succession of Treasury Department rulings cul-
minating in an IRS regulation in December 1959, the Federal Gov-
ernment has imposed what amounts to censorship by taxation a price
tag on the right to petition.

n the Gamnarano and Straus8 cases decided jointly by the U.S.
Supreme Court in 1959, the Treasury Department won a'test of its
regulations. Caminarano, a wholesale beer distributor in the State of
W1ashington, contributed to defeat a referendum on the 1948 ballot
which would have created a State monopoly, driving private busitiess-
men completely out of the beer and liquor business. Strauss, a liqtr
wholesaler in the State of Arkansas, participated in organizing an
association to oppose a statewide prohibitioh law which was voted
on inthe 1950 election. The Titeral ]Revenue Service disallowed any
deductifn in either case and the Supreme Court upheld the IRS.
There was no question in either case that the proposed legislation
would have eliffiftifited the business of the firms fighting the legisla-
flon. The Suirenle Court decislon did not dispuf that point.
Rather, it ruled against both taxpayers on the grounds that the fail-
tire of Congress to enact legislation dorreetitig the succession of in-
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terpretations given the law by the IRS was tantamount to congres.
signal a3 rova.

Actually, this could have happened to any business facing adverse
legislation. I understand for example ihat the Italian Govern.
ment has just banned all tobacco advertising. Could it happen here?

At a public hearing in November 1959, held at the request of some
50 organizations, representatives of newspaper associations, labor
unions, business groups, legal organizations and medical groups op-
posed the proposed regulations. The rules were adopted as proposed
without change despite virtually unanimous opposition during the
hearings.

This the current Internal Revenue Service regulation on the sub-
ject, 1.162-15 (c), issued in December 1959, provides that--and I quote:

Expenditures for lobbying purposes, for the promotion or defeat of legislation,
or for carrying on propaganda (including advertising) related to any of the fore-
going purposes are not deductible from gross income, even though the legislation
may directly affect the taxpayer's business.

Mr. Chairman, it is not fair to deny a businessman deductibility on
expenses he must inetir to save his very business. When the Supreme
Court goes so far as to autlorize a mail-order dentist to deduct as
ordinary and necessary business expenses the legal costs of defending
himself against a charge of postal fraud why shOubldn't a businessman
have a right to defend his business against unfavorable legislation
which might ruin him. Are we to believe that if you defraud the
public your defense costs are tax free but if you inform the public on a
legislative issue you must pay a tax on your expenditure?

These tax penalties against freedom of expression and the right to
petition were never enacted by Congress. Incidentally, I feel strongly
that the right to enjoy a free p press is the right of all the people, inelti-
ing advertisers. It should certainly not he subject to a tax penalty
when exercised by others than editor's, ptublishers and newsmen.

In the few ninuites left to me I shall point oitt, first, why Congress
should act by including the provisions of the HTrtke-Kerr bill in the
tax legislation now before you. Second, I shall try to answer, briefly,
critics of this legislation who have developed two or three standard
arguments which they usually advance to justify Congress in remain-
ing mliite on this subject.

Early in 1960 1 was especially impressed with the plight of a fellow
newspaperman, Alex H. Washhlin, editor of the Hope Star, of Hope,
Ark., and cochairman of the Press Committee To Eliminate Censor-
ship by Taxation for whom I speak today. Alex Washburn started a
vigorous crusade against an a-Mond eit, to th6 State sales tax law
which extended its provisions to a pply to livestock and poultry feed.
His campaign was motivated by a desire to protect, his community and
his own newspaper against possible loss of iti-come resulting from. the
extension 61 the sales tax to a poiit where business would be driven
across State lines to escape taxation. His expense for promoting a
petition caMfpaign for a i5bpular referendifthi, abot $6,000, was dis-allowed as ordinary business expense by the Intrnal Revenue Service.
The Tax Court aid the Eighth Cirt1 t Coift 'of Appeals both rifed
against hifn and the Supreme Court, which has been acclaifited'by some
as a champion of individual'liberty I Other cases, refused to hear Alex
Washburn's appeal.
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The committee is undoubtedly familiar with the difficulties of the
Timken Roller Bearing Co. which was informed by the I;ternal Reve-
nue Service that it could not deduct as a business expense more than
$1 million spent for institutional advertising. The advertising in
question contained copy dealing with public issues, in some cases, but
not with specific legislation. The series dealt with such matters as in-
flation, the menace of communism, and governmental spending.

Essentially the company used these ideas to attract attention to the
advertisements, to build good will and to secure favorable notice, Yet
the IRS ruled that such public relations copy could not be published
as a reasonable and necessary business expense. Had they used pic-
tures of attractive girls to secure attention for their advertising every-
thing would have -been all right. But ideas-they were ruled non-
deductible. Doesn't this suggest. that if Congress fails to take affirma-
tive action now, the Internal Revenue Service will feel constrained
to act as a censor of advertising as well as a collector of taxes?

The Public Relations Journal, the monthly magazine of the Public
Relations Society of America, carried an effective editorial in the
August 1961 issue titled "Censorship by Taxation" which discusses in
some detail the 71inken Roller Bearhig Co. case. The editorial con-
cludes-and I quote:

The Public Relations Journal sympathizes with the budget problems of the
Treasury Department and its need to develop new and ever larger sources of
revenue. But we believe Congress must make certain, by adequate legislation,
that In the IRS zeal no inequities are created and no regulations interpreted In
such a manner as " tifle freedom of expression.

Mr. Chairm shall not take the valuable, time of the committee
to read this c , editorial but I would appreciate it if you would
have it intendd in full in the record of these hearings since It does rep-
resent tie thinking of the. major professional organization in the field
of public relations.

The Cim.rMAN. Without objection.
(The document referred to follows:)

CENSORSHIP BY TAXATION

Of vital Interest to ill corporate advertisers, media advertising personnel and
pIblic relations practitioners is the suit recently filed by the Tihiken Roller
Bearing Co. against the U.S. Government.

Tis stit is an attempt to recover $1,283,000 ih taxes paid under protest as
the result of the disallowance by the Internal Revenue Service of certain plant
city advertisements as deductible business expense.

In the main these ads dealt with economic and political subjects which affect
the w0lfnre of the company, its employees and their communities. They did
niot advocate special legislation. They were disallowed under IRS regulations
adopted less than 2 years ago after blrief hearings at which virtually every
witness testified against them.

The Tlmken case seems to confirm the doubts expressed at that time by C.
Jaies Proud, president and general managbt, Advertising Federatl6n of Ameri-
ci, who described the proposed regulations as "loosely and ambiguously worded."

hr. Pirodt was especially farsighted when he observed, "alr69t every [instftu-
tionil] advertisement could be considered as plitloilly controversial if It hap-
pns to deal with any subject Under the sun on whleh any member of govern-
ment or a politiOfin outside of governnelt has uttered a single word."

IRS regtlifodns presently in force and the rulings which stem from them
imny be interpreted to prohibit the deduction of any advertising expenditure
which directly or indirectly tends to influence legislation.
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Those who disagree with these regulations believe that Congress should pass
definitive legislation to spell out clearly what sort of advertising or other activity
is considered as directly influencing legislation and what is institutional or "good
will" advertising and therefore a deductible expense.

For the public relations profession, the Timken case is an important sign.
post, for the decision-and implications flowing from the decision-may have
far-reaching effects upon activities other than advertising. Alarm has been ex-
pressed in some quarters that the IRS rulings as presently constituted might
conceivably be applied to render the total cost of a public relations program non.
deductible as a business expense.

While the Public Relations Society of America has been keeping its member-
ship informed on this matter for over 3 years, other groups, including the Adver-
tising Federation of America, American Association of Advertising Agencies,
American Newspaper Publishers Association and the Chamber of Commerce of
the United States have been equally interested in the 2 bills on this subject before
the Senate and the 10 before the House, the best known of which is the Boggs
bill, H.R. 040.

One group doing especially effective work in this field of securing legislation to
offset the IRS rulings is the Press Committee To IEliininte Censorship by Taxa.
tion. It is composed principally of 250 grassroots newspaper editors and pub-
lishers. Its cochairmen are Alex H. Washburn, editor and publisher of the Hope
(Ark.) Star, and Dr. John R. Steelman, publisher and owner, Suburban Record,
Silver Spring, Md.

Some advocates of definitive legislation believe that the action of IRS amounts
to censorship, since the disallowance of advertising for income tax purposes is an
effective way of preventing it from being run. True, such ads may be run, en.
tirely at the company's own expense. But in the opinion of many this puts a
premitlin or penalty on free expression. Still others think there is an even larger
question involved. They say that a business should have the right to speak out
for or against proposed legislation, directly affecting that business, and have the
action considered a legitimate and necessary cost of doing business.

At any rate, it seems evident that the present regulations lack clear-cut guide.
lines. This and the Vimken case have made business extremely cautious about
exercising a prerogative to speak on public issues.
G. D. Crnn, .Tr., president and publisher, Advertising Publications, Inc., writing

in Indtistrifl Marketing. pointed out that, "Until recently, political ads were
defined to mean those which opposed or favored pending legislation, or opposed
or favored candidates running for office. * * *

"To say that advertising which expresses an opinion on a subject of importnce
from an economic, social, or political standpoint is not a proper use of company
funds In an arbitrary decision, but unfortunately, opposition to it requires long
and expensive litigation.

"For that reason Congress should approve legislation, now pending, which OK's
for Income tax purposes, the use of advertising dealing with public affairs."

The Publie Relations Journal sympathizes with the budget problems of the
Treasury Department and Its need to develop new and ever-larger sources of
revenue. But we believe Congress must make certain, by adequate legislation.
that In the TUIS zeal no Inequities are created and no regulaltions interpreted in
such a manner ns to stifle freedom of expression.

Mr. MA,s. Our committee is concerned primarily with the prin-
ciples of individual libeV, free speech, freedty of the press, and the
constitutional right to petition which are involved in this controversy.
These principles are muich more important than the impact of the
economic penalties itnimosed on any business which tries to preserve
its existence agalntst cp1n11tilw leiAslntifti. They ?far transcend the
dollars-nd-cents effect of such a regu6lhtl tn the revenues of small
newspapers, magazines, and trade associations.

In his great defense of Thothiats Paine, Thomas Erskine pointed up
these real issues when he warned:
The libe ty of opiflibin keeps government themselves in due subjection to their
ditties.

WiAit 'is th, iifti~fltelrier if this t,,gillitloti is cAm'ridtl ts lo~icnl
end ? It can become, as Forttfhe inaeazitie calle it, "a tax on cltlism."
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This taxing power can be used to prevent citizens from using mass
media to inform their neighbors about governmental actions which
threaten their very economic existence. This regulation actually gives
to the Government the power to censor political views, or any views
which the bureturacy may construe as being political.

Institutional advertising will then deteriorate to the point where it
dares only to be against sin and it had better be a nameless sin at that.
As a witness pointed out at the Internal Revenue Service hearings,
anti-inflation ads could be interpreted as being against new public
works legislation; advertising on racial tolerance could be construed as
being in favor of the passage of civil rights legislation.

Editor & Publisher sums up the danger well in their editorial of
January 9, 1960:

The free press guarantee of the Bill of Rights was designed to give everyone
equal opportunity to write as they pleased and to use a printing press to dis-
seminate those opinions about public affairs, legislation, etc. The guarantee no
longer is operative if the Government can rule that the expression of certain
opinions is taxable and the utterance of others is nontaxable. Once the precedent
is established there will be nothing to prevent an extension of the ruling to en-
large the "taxable opinions" -those opinions about public affairs, governmental
procedure, and legislation which may not be uttered without penalty of taxation
by the Government.

Mr. Chairman, would it be possible to have that editorial from Edi-
tor & Publisher and its sequel on January 16, together with their edi-
torial of March 19,1960, entitled "WhereThere's-Hope"--based on the
decision in the Alex "Wa8hbur case-included in the record of this
hearingI

The CHAIhMAN. Without objection.
(The documents referred to follow:)

(From Editor & Publisher, Jan. 9, 1060]

CENSORS1P ny TAXATION

As predicted by the Advertising Federation of America (Editor & Publisher,
Dec. 19, p. 68) the Internal Revenue Service has adopted a rule making ex-
penditures for lobbying, political campaigns, and other "propaganda" advertising
nondeductible as business expenses for income tax purposes. This has been done
arbitrarily by IRS without waiting for the requests of congressional hearings on
the subject or the fate of several bills pending before Congress.

In our opinion this ruling is un-American if not unconstitutional. Because of
our severe income tax laws it gives the Government the power to censor political
views by taxation. Only the wealthy will be able to express views on pending
legislation through mass media even if the proposed statute means financial
disaster to them.

The free press guarantee of the Bill of Rights was designed to give everyone
equttl opportuiity to write as they pleased anld to use a printing press to dis-
seminate those opinions about public affairs, legislation, etc. The guarantee no
longer is operative If the Government can rule that the expression of certain
opinions is taxable and the utterance of others is nontaxable. Once the prece-
dent is established there will be nothing to prevent an extension of the ruling to
enlarge the "taxable opini6ns"-those opinions about public affairs, governmental
procedure, and legislation which may not be uttered without petilty of taxation
by the Government.

rFroin editor & Publisher, Jan. 10, 10601

CaNsonsHnw nY TAxATzON
The Internfil Revenue Service rflithg prohibiting as deductible business ex-

penses any advertising expenditures for the promotioli or defeat of legislation or
other "propaganda" 09,i'bses is clearly censorship by taxation.
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IRS says "sure, you can spend your money for such advertising but you can't
deduct it as a business expense even if the Government action or the legislation
discussed in the advertising threatens to put you out of business."

We would like to propose a test case. Let's get some fearless Congressman to
introduce a constittitionil amendment to change the Bill of Rights. Every publi.
cation in the country, in fact all media, would hop on this and oppose it edi.
torhlly and probably in display space. This opposition to legislation would cost
money for publishers and broadcasters. It is the same as if an advertiser
bought time or space to oppose legislation affecting his business. Would this
opposition of media to legislation be considered "propaganda" by IRS?

[From Editor & Publisher, Mar. 19, 1060]

EDITORIAL: WHERE THERE'S HOPE

In all of the discussion on the Internal Revenue Service rulings which result
in curbing business expenditures for opinion advertising, nothing has hit home
with such impact as the Tax Court's decision against A. H. Washburn of the
Hope (Ark.) Star.

Mr. Washburn crusaded to obtain a vote by the people on a question of a
State sales tax-only to find that he must write off the expense (about $6,000)
as a bread-and-butter item. He can't charge it up to "ordinary business ex?
senses" and claim it as a deduction in figuring his Itiu6me tax.

The editor's campaign was prompted by a desire to protect himself and the
newspaper against possible loss of income if a higher sales tax were imposed to
make tip for what he considered an unjustifiable exemption on a certain group
of producers. He was right, too; the tax was hiked. The court record does
not show any evidence of harm to the Star, up to this point, but that's Iimnate-
rini now. In the opinion of the judge, the editor's fears of depreciation or hopes
of an enhancement in income were too remote to be considered.

Since the Supreme Court had spoken on such matters in the Cammnarano
case, the Tax Court relied on the precedent which grew out of a claim by liquor
dealers for deductibility of expenses in seeking a referendum on legislation af-
fecting their business. This is the same authority cited by IRS in defending
Its regulations which declare that advertising expenditures of public utility
firms, for example, when they oppose public ownership plans, are not ordinary
and necessary business expenses.

The entire question of tax allowance for "lobbying" expenses, including adver-
tising costs, is on the agenda of the House Ways and Means Committee which
has already held hearings, The American Newspaper PUblishers Association
argued that nondeductibility amounted to censorship of ideas.

Our advices from Washington this week were that a floodtide of grassroots
pressure will be needed to get any of the corrective bills-six in the House and one
in the Senate-out onto the floor before adjournment of this session. Repre-
sentative Hale Boggs, Louisiana Democrat, has made a strong plea for his bill
on the groUtid that Congressmen rely on opinlion ("lobby") advertising for indl-
cations of back-home sentiment.

We're glad the Wah butrn case decision came at this time. The Star's predica-
monit throws new light on a good cause. Where there's Hope, Congress won't
let democratic ideals die.

Mr. MANNs. Those who oppose legislatioln to remove the price tag
fromi, the right to petition gefierally base their argument. on the premise
that substituting a bill stidh as S. 467 for section B8of H.R. 106f0 wold
give business or thor filly taxable prdflft1tig o,'galizattons an nd-
vantage over the ordilatry citizen ihsof r as opposing or sup portihg
legislation is copeerhed. 'This arguholt is noit valid when directed
a gAist such lgi]slatidn for several reasolls.

First, the average citizen does not ordinarily oppose legislatbn by
tAkig advertisefflemits in a newspaper. He cair rgnrfIze eotnitittees,
recrutit vOltffteers, cirtlate petitions aiid o,gtithze protest meettigs
which will- be of sitfltifftt news value to be well covered by the pres.
MAlny of these avefiles of expression te Aft directly open to the busi-
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ness corporation in the same degree even when the business itself is
threatened by legislation.

Second, neither atn individual nor a business can deduct any expense
not directly related to the production of taxable income. the Fed-
eral income tax law taxes tie net income of a business operation ar-
rived at by deducting from &ross income the cost of raw materials,
reserves for depreciation and'bad debt, and all ordinary and neces-
sary business expenses. Personal expenses are not deductible for in-
come tax purposes.

For example, under existing tax law, a corporation or an individual
owning rental housing may deduct the cost of repainting one of these
rental houses. A poor widow may not deduct the cost of repainting
the house which she owns and occupies. It is not a business expense.
Deductibility -does not depend entirely on whether something is good
or bad for society but whether it is an ordinary and necessary business
expense. In this regard the provisions of 8. 467 are entirely con-
sistent with existing tax law and do not penalize the individual.

Another argument which is frequently raised is that such legislation
will lead to excesses and abuses. I am' sure this committee can write
this legislation so the flood gates will not be opened wide to result
in unreasonable deductions or deductions for expenditures not di-
rectly concerned with the production of revenue for the business in-
volved. To be deductible, the expenditures must be ordinary, neces-
sary, related to the business activities of the enterprise involved, and
must be reasonable. And remember, please, every dollar spent still
comes out of profits at the end of the year.

Incidentally, the press of the Ntion, working with their adver-
tisers, have done an outstanding job for the Federal Government and
for many worthwhile nonprofit foundations and civic causes. News-
paper, have played, in cooperation with business and industry, a great
part in helping to promote Government-sponsored programs during
World War II and since through institutional advertising.

It seems to me that one of the crying needs of our country today is
to simulate more interest in the workingss of our Government at all
levels, more citizen 1)titicipntion in public affairs, more awareness
of the great decisions facing the American people in this critical hour
of human history. As Senator Hattftke has pointed oit so effectively,
otir legislators want and need the opportunity to receive information
on both sides of every issue on which they vote. Regulation that tends
to stifle freedom of speech and place a )rice tag on the right of peti-
tion renders a disservice tothe Nation and its legislators.

May I add one further observation: By all odds the most active,
most 'influential, aggressive and persistent lobbying in this cotintry
today is being carried on by the Federtll Government and its Mil-
titndin uis agencies. The 50 State goverfnifnts, the counties, and
mMIilpaities are also h 1ieve1tingly vocal when it comes to agitating
for what they want from Congress and State and local lawmaking
bodies. This intensive and tireless goverhnoinftl lobby is finainced
by the Nation's taxpayrs-no one else. Is it Pioer that these same
taxpayes-i they hlpl to disagree with the objective of soe tfax-
fltianced lobbying campaign being wage d to the detfliont of their
own business-shoutld hot enjoy the Hight of rebuttal without p yitfg
a tax penalty
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Mr. Chairman, as a newspaperman and a legislator at the State
level, I join with the 205 editors of the press committee to urge that
the Hartke-Kerr bill be substituted for section 3 of the tax bill now
before your committee.

If I may make just one brief addition to my statement, Mr. Cthair-
man, I would like to point out that in 1961 American industry spent
$225,400,000 at the natioral level to support the American Red Cross,
E bonds, better educational facilities and other programs in which the
Government and the entire public are so interested. In the period
from 1942 to 1961 industry, business, and the newspaper publishers
themselves, spent over $3 billion in these programs.

I think it is a very impressive fi gre, idicating the scope of this
public service institutional advertising. It certainly will be more
difflitlt to promote certain advertising in the future 'if the status of
such advertising is not clarified by congressional action.

The CHAIRMAN. I want to congratulate you on a very able state-
mnent.

Mr. MA NNxs. Thank you, sir.
The CHAIRMAN. Any questions?
Senator BENNETT. I would just like to ask the witness, Mr. Maims.

I would like to discuss the problem of Alex Washburn of the Hope
Star in H6pe. .

If lie had used the news columns of his paper for the campaign to
the point where lie had lost $6,000 in the operation of his Paper,
would he have been able to take advantage of that as a proper deduc-
tion in his business?

Mr. MANNS. You mean if it had resulted in a loss for his year'soperattionl?
Senator BENxETr. Yes. Your information, of course, is limited.

I assume that Washburn bought advertising space probably in his
own paper, in trying to sell this idea of a petitit.

Mr. MANNNs. Senator, I believe most of Mr. Washburn's $6,000 went
for canvassing, circulating petitions, postage, printing, legal fees, etc.
I do not, know the amnotflit of lineage that he ran in the advertising
or news columns of his own newspapers.

Senator BENNETT. Let us put it this way: If he had used news
lineage and hatd given up therefor $6,000 worth of advertising in
order to provide the news 1nliteage, that would'have reduced his income
by that amotftht, and if it had amounted to a loss or he would-it
Aould have rediveed his tax. by that amdwfflt by reducing his irlceoie.

Mr. MANlNS. That is true.
Seniitor TENxNT. Bit because he chose apparently to use advertis-

ing this dtd iot beconiedduetible.
Mr. MAN Ns. That was the rilifig.
Senator BENNEI'r. Yes.
Mr. MAxNS. And the Supreme Coiuft would not even heatr the case.
Sen-tor BNNETT. This is the thing thlt bothers me a little bit

abdit this situtit6h. You td61ed on it at another point in yotir
statomtit. You sayonpage10:

The average citizen does notordiflilflly oppose legislation by thklng advertise-
meits in a newspaper. He can 6iigaize comniittees, recruit voltifteers-
et cetera, et cetera-
which will be of sufficient news valfte to be well covered by the stress.
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To put it another way, any individual or group that can command
press coverage, for a point of view,. gets that valuable coverage for free.

Mr. MANNS. That is exactly right, and the industry or business
which is concerned with a matter of favoring or opposing legislation
to protect its very life often cannot get such coverage.

Senator BNNETT. This might affect the well-being of a particular
business, and if it came to you and tried to get news space as a busi-
ness, to oppose the news space you have given to an organization, a
committee, or the statement of their members, it probably would not
have been able to get equalnews space.

Mr. MANNs. That is correct.
Senator BENNErr. So when it takes this space and pays for it it

must then pay for it at a terrific cost because such expense is not
deductible under IRS rulings and court decisions.

Mr. MANNS. Advertising is often the only avenue of appeal for
businesses, because their plight is often not newsworthy, it may con-
cern only one business that-

Senator BENnETT. Even though the attack on it may be newsworthy,
Mr. MAiNNS. Even though the legislative attack on the business may

be unjustified, yes sir; the example is so often cited about a referen-
dum on the sale ok alcoholic beverages. Well-meaning citizens often
feel the brewers and distillers have virtually unlimited funds. But,
they say, who is going to speak for the citizens? The citizens have
the loudest voice of all and get the most news coverage on such an
issue. It is not usually necessary for them to resort to paid advertising.
They have a more emotional appeal and prominent citizens on their
committees. The news columns in which their cause is featured are
far better than the advertising space, I hate to admit it.

Senator BENNEmT. They get on the front page.
Mkfr. MANNs. That is right. That is certainly true. If anyone has

an advantage it is the people who are fighting such an issue.
Just last week the Italian Government banned all types of tobacco

advertising in Italy. If such a bill came before Congress, the tobacco
industry which depends on advertising to sell its products would have
to fight lor its very life. The tobacco-industry would certainly be en-
titled to protect itself.

I think there is something so basic here that I do hope you gentle-
men would look with favor on the substitution of S. 467 for section 3
of H.R. 10650.

The CHAIRMAN. Senator Hartke.
Senator I-IAnrTK,. Mr. Manns, assuming this situation stands as it is

on the books at the present time, suppose that inthe field of education
we hear some of these ads on the radio, you know, about better schools
and things of thiat sort, bettor education for yotr children, just sup-
pose, assuming the Inteilal Revenue Service kept the present rulifng
tliat a groupof bininess or industrial people decided they wanted to
do something to help oft some privatelistitution, such as in my home
State, of Evansville College and in your State, Wr1llhl aid Mary,
by working for better salaries for the teachers or to anqUire better
.%allfled persOnliel, what wouldbe the effet under the present sittua-
ti6n assuming you did nott'correct the legislation?

Mr. MA-Ns. It would depnd, of course, Senfitbr, on whether IRSinteupr~t'd the ad as dealing with legislatibh. It obviOttsly would itot
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be deductible based on, well, if they felt as they did in one of the
cases which I have cited, the Tiniken Roller Bearing Co. case. When
it comes right down to it, there has been no hard and fast guide given
the Internal Revenue Service by Congress on such matters.

The I.R.S. apparently allows one deduction and disallows another.
But they are allowing fewer and fewer all the time. They follow this
precedent and not al ow any institutional advertising to be deductible
as a business expense.

Senator HARTKI). What the Supreme Court has said is if Congress
wants this type of item deductible it has got to spell it out.

Mr. MAY'Ns. That is right.
Senator HAnTEE. And they failed to spell it out, so in the face of

these decisions by the Internal Revenue, if we do not like them, why,
we have to correct them; isn't that right?

Mr. MANNs. That is certainly true. The Supreme Court was
basing its decision on the precedent set by the rulings of IRS, "*hich
have no foundation in law at all.

Senator HARTKE. "Well, as far as they are concerned they are not
going to try to legislate-they have said in this system, at least, for
the benefit of what we are talking about, they have said, "We are not
going to legislate."

Mr. MAINS. They said they were following a precedent established
by IRS. If your bill S. 467, is not substituted for section 3 in H.R.
10650 this confusion and injustice will continue, indefinitely..

Senator HARTKJ. In the same field we have some problems in some
areas about teenage drinking, and the question of temperance. Now,
some efforts are being made by some temperance groups. Could they
be permitted to deduct, if you do not change the law?

Mr. MANzs. This would of course be straight institutional advertis-
ing in that it does not attempt to influence the general public concern-
ing pending legislation.

Senator WAn.TKE. One think I am very definitely not interested-I
am interested in not having happen-is the fact that we permit a
deductible item as far as partisan politics are concerned. But let us
get off into the situation at the present time. We do have a lot of
so-called civic organizations like the Jaycees, who go out into society
and say, "Tomorrow is election day. Vote for the anr of your choice,
but be sure and vote." Or, "Let's go out and register. "You cannot
exercise your influence on election day unless y6u are registered to
vote."

If these provisions as n6w are unchanged what would be the effect
of the dedtictibility of these type campaigns?

Mr. MANNs. Well, if the aycees used sponsored advertising, I
meaihs encouraged local business firms to underwrite the advertising,
it might or might not be deductible as a necessary business expense.

If they paid for it themselves, why, they are nonprofit anyway.
These aovortisemefits wofld not, apparently seek to influence legisla-
ti6n.

Senator HAnxE. They are a nonprofit organization, there is no
question aboiut that.

Mr. MAIMS. Bit certM]Uly if they got sponsors, as they usuilily
do--
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Senator HARTKE. The same field, so far as municipalities are con-
cerned. Frequently they go on the question of a referendum for a
bond issue, for expansion, as we see practically every city now, which
has a committee for attracting new industry. They go out and they
put out brochures and they get a group of the people together who go
over the countryside and even buy land.

What about expenses involved in conducting these campaigns to
attract new industry to their town ? What is the deductMbility of
those items?

Mr. MAxN-s. The public utility companies have done a terrific job in
that field. I mean over the whole country they have advertising space,
they have advertising contacts, and they devote a lot of it to just such
a thing, attracting industry.

Senator HARTKE. Take some of the railroads.
Mr. MANS. The railroads, too.
Senator HAnTKE. They say, "Get on our railroad line. We have

industrial space. We will heTp you."
Mr. MxiNs. That is right.
Senator HARTKE. Of course, they expect to get the railroad business,

we understand what they were trying to do. *%ut they are also trying
to develop something for the communities along those lines, are they
not?

Mr. MANNS. Yes, it is actually institutional advertising. I think it
is one of the best kinds, but it is doing a public service, too.

Senator HARTKE. To reemphasize a little bit what you said before,
suppose the State legislature, forgetting us in the Senate and Congress,
here, suppose they did propose to enact some legislation which would
just wipe business off the map for all intents and purposes, just de-
stroy it. What recourse would you have so far as deductibility is
concerned under the House bill?

Mr. MANNS. The cost of contacting your legislators would be de-
ductible. You would not have any deduction -for any advertising or
public relations program developed to educate the public to oppose
such arbitrary legislation.

Senator HARTIKE. None whatsoever.
Mr. MANNS. None whatsoever.
Senator HARTKRE. Is that right?
Mr. MANNS. None whatsoever. This policy is becoming more firmly

established every year.
Senator HARTKCE. You arc going to have to admit that the word

"lobbying" hlas a very bad con4otation.
Mr. MANNS. Lobbying and-propaganda, I think, are two things that

are used in an unftiendly coiftotatio6h. I notice that the Internal
Revenue Service delights in usingboth of them.

Senator HAnrkE. When lobby ng becomes edctttion then it soutIs
wonderful.

Mr. MANNs. That is right.
Senator HAn.tv. But still'under the Constittitin,, we all know that

there are certain limitations on certain rights under the Constitution.
We all realize that really if you want to trix suffiiently, the power to
tax is still the power to-destroy, and-that is the power to exercise, wtlh
the good jutdm&6t of Congress. But one of the first things the
foltders of thlis cotnftry did was to institute a Bill of Rights, and the
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first one of those statements, the first statement in the Bill of Rights.
the first quotation there, the first amendment, said that Congress shal
make no law abridging the freedom of speech or of the press or of the
right of people peace fully to assemble and petition their Government
for the redress of grievances.

Do you feel this is in any way a limitation upon this amendment in
this statement of the Bill o! Rights?

Mr. MANNs. I think that Congress now should act now to preserve
and protect exactly the principles of the Bill of Rights you were speak-
ing about.

Senator TIA11TKE. Well, in effect, Congress has acted by acquies-
cence, has it not?

Mr. MANNs. Yes, I would say so.
Senator ITAITKE. The ruling was made as though it were an inter-

pretation of the law, and since there has been no corrective action in
face of the ruling it has the actual and full effect of law.

'Mr. M ANs. Congress, in effect, has acted to that extent, by not
acting.

Senator HAW'rKE. Congress has, in effect, acted to that extent.
Mr. MANNS. Yes, they certainly have.
Senator HARTKE. That is all.
The CAIRMAN. Thank you very much.
Mr. MANNS. Mr. Chairman, here is a copy of over 50 programs that

business and industry have sponsored. They are primarily of a gov-
ernient nature, I mean suggested by the U.S. Government. In a
very short period of time they amounted *to $98 million, of which the
Government paid only $2 mill on. Here is $96 million worth of adver-
tising that business, industry, the press paid for. The press probably
secured paying business sponsors for most of the advertising. It just
shows how interested business aid industry are in public affairs and
our way of life. If we stifle instit utional advertising I am afraid it is
going to have an fortunate reaction.

I mean if you take my bread and butter away from me I am going
to have to be a little bit more conservative with what I have left. I
cannot then afford to be as helpful as I have in the past. It has tre-
mendops implications all the way through.

The CHAIRMKAN. You have madie a fine statement.
Mr. MANNs. Excuse me. I did not mean to take so much time Mr.

Chairman and I appreciate your hearing me, very much.
The CHAIRMAN. We will recess and adjourn until 10 o'clock tomor-

row morning.
(By direction of the chairman, the following is made a part of the

record:)
THE COLUMBIA GAS SYSTEM, INC.,

Few Yorko, N.Y., Aptql 5,1962.
Subject: Revenue Act ot 1962; legislative expenses.
The Honorable HAMRY F. BYRD,
Chairman, enterr Committee on Finance, Wahington, D.C.

DEAR SErAToR Bym: Section 3 of the Revenue Act of 1962 (H.R. 106mt), as
passed by the House of Representatives on March 29, 1962, would amend section
162 of the code to specifically allow a deduction fromngross income of costs di-
rectly related to appearances before ard communications with a legislative body
or a committee thereof or individual members thereof. This amendment is a
step in the right direction. It would not, however, permit the deduction of ]
expenses lawfully incurred by a taxpayer in presenting his position to the public

2004



REVENUE ACT OF 1962 2005

%'ith respect to issues raised by initiative or referendum, whether on the Federal,
State or local level. This means that deductions for expenditures incurred in
connection with any submission of proposed legislation In a referendum would be
disallowed; for example, a referendum to the voters on changes in gas rates in a
particular city served by a Columbia System company,

As you know, with the economic system under which we live today being in
large measure shaped by political action through legislation, many important
legislative changes are first considered in referendums, and it is essential that
corporate taxpayers convey their views regarding all proposed legislation to
individual legislators, legislative bodies, employees, customers, stockholders and
to the public in general.

We believe Congressman Hale Boggs of Louisiana aptly summed up the situa-
tion when he said:

"Mr. Speaker, no tax law, or administrative interpretations should be per-
mitted to stand that would impair the ability to communicate freely to all sections
of the public or elected representatives, views on legislation affecting the eco-
uomic lives of our citizens, ei rising, membership In an organi-
zation, distribution of 11 ure or any other fo f lawful communication.

"If we diluite the t of our citizens to petition good laws by punitive
taxation we deny em the right of self-protection from maging and destruc-
tive legislative on."

We strongly rge you to carefully co 407 now pendin before your com-
inittee as a bstitute for secJ" 3 of .R. 1 The amend nt proposed by
S. 407 wou allow the dl dctio of la ful expei itures incurr in providing
Information to the pub "on legis ative I sues. T bill was intro ced by Sena-
tor Hart e (Senator err has a ked an' re ed permission to h e his name
added a a cosponsor he bill t Is print

We r guest that this let ed In e recor of ny hearing your com-
muittee ay hold'on the questio tive pens

lies tfully submitted.
HN W. PA TRIDE.

C MILLING 0.,

ARRY~' r. BC ~ ayuga, .). April 1 , 1962.016. ARRY F. BY D,
UI.S. j ate, .,s

Wash ton, D.0
DEAR ENATOR B The Ben e committee s under c sideration

a bill ( R. 10650) to amend the nal Re enue Cod f 1954. art of this
bill deals ith the taxation. o oera ye bu mnesses their p ronage divi-
dend recel g members.

In the fit est of lovi toward equ lity of' o rat taxati, I would urge
you to suppo his bill and st s adoption y the Senate.

A survey ma by the US 1 disclosed that the principal regional
cooperatives had tal sales of $1,882,400,868 with net e lngs of $37,057,483.
Fifteen of these co-o aid no Federal come taxes. e rest paid only 6.5 per-
cent of their income, 2,379,196. If these co- had been taxed, as were
corporations, they wQuld h19 n Feder me taxes or 52
percent of their earnings. Cooperate yes are now big bu nd should pay
their fair share of government.

Tax advantages held by co-ops have enabled them to force their taxpaying
competitors out of business. Private business cannot survive with this unequal
taxation.

It Is my understanding that the present bill provides for taxing the undistrib-
uted earnings of the cooperative corporation and, in addition, provide for de-
ducting and withholding from the amount of each member's cash or scrip patron-
age dividend, a tax equal to 20 percent of such dividend, and pay the same to the
U.S. Treasury. This is a move in the right direction but is still far from
equality.

It is clear that co-ops are vigorously opposing the retention of this 20 percent
of dividend for tax purposes. I would vigorously urge you to retain this pro-
vision in the bill. The tax should be levied where the income Is, not somewhere
else.

Private business can successfully compete With co-ops only If equally taxed.
t would ask you to support this objective by reporting the bill out of committee
and endorsing it with your favorable vote.

Very truly yours, I,. S. Mix, Vice President.
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THE CIrICAGO BAR ASSOCIATION,
ChIcago, Ill., April 6, 1962.

Hon. HARRY F. BYRD,
U.S. Senate, Wa8hington, D.O.

DEAR SENATOR BYnD: There is notliing so important to the administration of
Justice in Illinois as the adoption of the modern judicial article to our State
constitution, which will be submitted to referendum at the November 1962 general
election. Our hope for success is slim tulless Congress acts at once to provide for
deductibility for Federal income tax purposes of contributions for support of
passage. In recognition of the urgency of this matter, the board of managers of
the Chicago Bar Association, on March 29, 1962, adopted the enclosed resolution
urging that section 3 of H.R. 10650, the Revenue Act of 1062, be amended to pro-
vide such a deduction.

The draft of amendment approved in the resolution conforms with S. 2716 (by
Senator Dirksen) and H.R. 10080 (by Congressman Yates). We hope you will
give highest priority to acceptance of this proposal by the Committee on Finance
as a part of H.R. 10650.

Sincerely yours,
R. NEWTON RooKs, Pre8ident.

THE CHICAGO BAR ASSoCIATION

RESOLUTION OF THE BOARD OF MANAGERS, MARCH 29, 1962

Whereas the organized bar of Illinois and civic groups throughout the State
., Illinois, through an organization known as the Committee for Modern Courts,
are engaged in a campaign for the adoption of a proposed revision of the present
judicial article of the Illinois constitution; and

Whereas sustained efforts over a long period of years to obtain the adoption
of a modernized judiditil article resUlted in failure by a narrow margin in
1958 to obtain the required two-thirds vote in the general election, even though
contributions toward support of the campffign for its passage were then ruled
to be deductible as charitable contributions for Federal income tax purposes; and

Whereas the Internal Revehue Service has ruled, in reliance upon recent court
decisions and revised Treasury regulations, that contributions for such a pur-
pose are no longer deductible; and

Whereas past experience in Illinois indicates thftt adequate funds for the edu-
cationhil program for judicial reform canfift possibly be raised without the
stimulus of deductibility of such contributions; and

Whereas the urgency of the need for constitutional authority for improvement
of the administration of justice in IllinOis is so great that a contribution to an
organization dedicated solely to this cause is well nigh equivalent to the pay-
ment of taxes to State and local governments, which are fully deductible; and

Whereas section 3 of H.R. 10650, the Revenue Act of 1962, would expressly
deny deductibility of a eontribiltion with respect to the forthcomfitng referendum
on the revised judicial article for Illinois, even though it might otherwise be an
ordinary and necessary business expense: Be it

Resolved, That the Chicago Bar Assoclation6 recommends that section 3 of
H.R. 10650 be amehiled by adding thereto a new subsection (in conformity with
S. 2716 (87th Cong., 2d sess.) introdtfeed by Senator DIrksen and H.R. 10080
(87th Cong., 2d sess.) introduced by Congressman Yates) to amend section 170
(e) (1) of the Internal Revenue Code of 1054 (relating to chftitable contribl-
tions) to be effective with respect to taxable years ending after December 31,
1961, and to read as follows:

"(1) A State, a territory, a possession of the United States, or any politil
subdivision of any of the foregoing, or the United States or the District of Co-
lumbia, or any nonprofit organization created and operated exclusively to con-
sider- proposals for the reorgantzation of the Judicial branch of the government
of any of the foregoing, to provide information, to make recomniendations, and to
seek publtio support or opposition as to such proposals, but only if the contribution
or gift is made for exclusively public purposes."
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PUBLIC SERVICE CO. OF INDIANA, INO.,
P.hthInfleld, Ind., April 17, 1962.

1Ioi1. HARRY F. BYRD,
Chuiriiat, Senate Finance (omimlftee,
1'aslhngton, D.C.

DEAR MR. CHAIIRMAN: In Connectio0 with the hearings now being held by your
committee on H.R. 10650, we respectfully request that this letter stating our
views concerllillig section 3 relating to the deductibility of certain expenses In-
(.urred in connection with legislative matters be included in the record of such
hearings. For the convenience of the committee, 20 copies of the letter are
enclosed.

Section 3 of H.R. 10650 amends section 162 of the Internal Revenue Code so as
to provide Federal income tax deduction as ordinary and necessary expen.,s of
costs Incurred by a business in direct connection with (1) appearances before,
submission of statements to, or sending communications to, the committees, or
individual members, of Federal, State, or local legislative bodies with respect to
legislation or proposed legislation of direct interest to the taxpayer, and (2)
communication of information between the taxpayer and an organizations of
which lie is a member with respect to legislation or proposed legislation of direct
interest to the taxpayer and to such organization. It also provides that dues
paid to a trade organization incurring expenses attributable to leglslativ( mat-
ters referred to in (1) and (2) above also are deductible provided the taxpayer
is a member of such trade organization.

However, section 3 as it now stands, specifically provides that amended sec-
tion 102 shall not be deemed to allow deductions for any amounts paid In con-
nection with ally attempt to influence the general public, or segments thereof,
with respect to legislative matters, elections, or referendums. We believe that
the proposed legislation us so limited would not adequately provide fair and
equitable relief from the linlltations of present code section 102, and we there-
fore urge that proposed section 3 of H.R. 10650 be revised to provide specifically
that the cost of advertising or otherwise expressing its views, incurred by a
taxpayer in the ordinary course of his business, is deductible for Federal
income tax purposes even though such advertisements or expressions of views
deal in whole or in part with such matters, elections, or referendUiis. Where
the owners or those responsible for the management of a business believe that
a Government policy, actually existing or prospective, is or woUld be either detri-
niental or beneficial to the public interest and does or would adversely or bene-
ficially affect the business in which the organization is engaged, it should not be
subject to tax penalty in making known its views and pointing out its conclu-
sions as to the effect of such policy or prospective policy upon the public and
upon the business. It seems to us clear that business management has a
right and a responsibility so to do, and that the tax laws should not penalize
the fulfillienit of that responsibility.

In this connection may we point out that the House report on the bill suggests
in support of section 3 the desirability of encouraging taxpayers, who possess
ihformition bearing on the impact of existing laws or proposed legislation on
their businesses, to make such information available to legislative or other gov-
ernmental bdies. We subiit that it is at least equally desirable that such
views affecting the taxpayer's business should be made known to the public
by the affected taxpayer. If sectl6n 3 of the bill is so revised that it will permit
this withittt tax penalty resulting from such action, the public will be more
fully informed on matters of real concern to it, and the good of the Nation as
a whole will'be served.

The enlargement of the scope of 'the tax exemption tnder section 3, which
we are urging, would harmonize with the purpose of the section as it now
stands since it would provide, as a deductible expense, costs incurred in in-
forming the public with respect to a referendum submiitted to the vote of the
public on matters which concern the taxpayer's business. The presently pro-
posed section 3 specifihlly allows deductions for expenses incurred in connection
with communicating one's views to a legislator, and there can be no justfliable
reason for distinguishing between tax treatment in the case of such a commuli-
cation and tax treatment in the case of communicating one's views to the public
where the public is, in essence, acting as a legislature in a referendum or an
Iltiative matter.
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Nothing that we have sid above Is in1tenled to ii dicrite In any degree a dis.-
agreement with the limitation now provided it sectith 3 that any amounts paiid
or incurred for participatl6t or Intervention In ahy pollfi6til campaign of any
candidate for public office should not be allowed as a tax deduction expense.
We are in agreement that such limitfttion shottll be retahined In any revision of
the section.

We appreciate the consideration given by you and your committtee to tits
request.

Very truly yours,
CARROLL H. BLANCITAR.

EL PASO ELECTRIC CO.,
El Paso, Tex., April 17, 1962.

ion. HARRY F. BYRD,
Ohariman, Senate Finance Coniiittce,
Washington, D.G.

DEAR ,SENATOR BYRD: It has Just come to our attention that your committee
is considering 11.R. 10650 and Instead of appearing we respectfully request that
this letter be entered in the record of the hearings on H.R. 10650.

We sincerely believe that section 3 of the bill should be amended to allow an
Investor-owned electric utility company like El Paso Electric Co. to aggressively
compete with other utility operations, be they gas, electric cooperative, munlii.
pol or governmental, by advertising with the cost of such advertising recognized
as a legitimate business expense and deductible as such before income taxes.
We also feel that advertising deductions should be allowed in regard to legisla.
tive matters when such advertisements are required to permit business survival.

It has been said by some that the operation of an electric business is a
monopoly, but In practice that is far froftibelng true. Some of our competitors
lhve tax advantages, the availability of money for construction at low interest
rates, and other subsidies, which are not available to us. Unless we can tell
our side of the story, as a business expense, we are put unfairly to a still greater
disadvatattge in the competition.

Respectfully submitted.
W. V. HOLIKC, President.

WASIUNOTON, D.C., April 18, 1962.
Ion. HARRY F. Byiw,
Chairman, Smenate Finance oommtttee,
1'asldngton, D..

DEAR SENATOR BYRD: At the suggestion of your staff, I am submitting here-
with, for the record, certain views of the Magazine Publishers Association, Inc.,
with respect to the 1Tterntl Revenue Act of 19062, H.R. 10650, which Is now
pending before your committee.

The Magazine Publishers Association, Inc., represents 00 publishing comi.
paftiles which 1pfblIth 250 weekly, monthly, or quarterly periodicals. Magazines
iow enter 44 million American homes where 125 million readers over 15 years
of age rely upon them as a vital factor In adult education. Certainly, our pub-
Iications carry a tremendous Impact on the cultuiral, economic, and political
course of the country.

Otir IndUstry Is concerned with the limitation contiilhed in that portion of
section 3 in H.R. 10650 whicl disallows the deduction of amounts paid or In.
curred "(B) In connection with any attempt to lnfiltice the general public, or
segments thereof, with respect to legislative matters, elections, or referendurms."
This prohibition would seem to be broad enough to strike a mortal blow to highly
desirable public service and institutional ndvertisments. Rulings of Internal
Revenue In recent years have disallowed, as ordinary business expenses, In-
stitutonal advertising cofcertned with employee morale, the evils of coilmitlntsm,
and general support of 0overiiment improvement.

Furthiomre, over the years magazines have contribtited space worth hundreds
of millions of dollars In national programs. For exaiftle, sales of war and say-
Ings ondis alone commitfted almost one quarter billion dollars' worth of adver-
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rising space. In addition, worthwhile nationwide programs have had coin-
parable support, such as

National blood program
Ground Observer Corps
Forest fire prevention
Aid to higher education
United Nations
Radio Free Europe and others.

While space for these worthwhile projects has beei donated, the costs of
printing and distributing these pages have been proper deductions as ordinary
business expenses.

In the crises of recent decades, four President-Roosevelt, Truman, Elsen-
hower, and Kennedy-have paid great tribute to the public services of magazines.
It is conceivable, however, under the provision of H.R. 10650 cited above, that
a national campaign on prevention of forest fires might well occur at a time
when an agency of Government is seeking an increased appropriation on this
item. CoUld we possibly be faced with a disallowance of the expense, because
the campaign could be interpreted as bringing pressure to bear on Members of
Congress? I appreciate this is an extreme example, but it certfilly illustrates
one of the dangers inherent in the provision above cited. Free speech Is a basic
element of American democracy and we feel the right to speak out, for or against
Government action, even in advertisements, is fundamental and should be en-
couraged rather than impaired.

In 1058 an editorial published in the Saturday Evening Post, under the caption
"Should the Power To Tax Include the Right To Censor Advertising?" stated:

"For example, it is hard to believe that the Nation's lawmakers meant to give
tax collectors the right to decide that American business or industry should be
penalized for stating its case and defending its right to exist, in the face of
Government-sponsored competition, by means of paid advertisements. But that
Is what the tax authorities are doing, acting under a new interpretation of one
of their own regulations, which declares that money spent on advertising 'for
lobbying purposes, for the promotion or defeat of legislation or for the develop-
ment or exploitation of propaganda' cannot be considered 'ordinary and reason-
able expenses' deductible for tax purposes."

While thi dealt with rulings of the Internal Revenue Service, it nevertheless
seems to be pertinent with respect to the proposed section of the Internal Revenue
Act of 1062.

The Magazine Publishers Association, Inc., endorses S. 467, which we under-
stand is pending before your committee as an amendment to the legislation now
under consideration. S. 467 contains the following allowance:

"(4) Expenses lawfully incurred in supporting or opposing or otherwise in-
fluencing legislation in the Congress or in a State legislature or in the legisla-
tive body of a county or other local governmental agency or in any submission
of proposed legislation to the voters."

We believe this affords a proper solution to the problems raised by that pro-
vision contained in section 3 of H.R. 10650 and urge the committee to give It its
very careful consideration.

Respectfully,
FaANIwS R. CAWLEY,

Vice President, Magazine Publisher8 Assoclation, lte.

SOUTHWESTERN ELEOTH1O POWER CO.,
Shreveport, La., April 17, 1962.

Hon. HARRY F. Bimo,
Chairman, Senate Finance Committee,
Washington, D.C.

DEAR MR. CHAIRMAN: We should like to submit for your series consideration
some suggestions for changes in section 3 of H.R. 10650, on which measure your
committee is now conducting hearings. We trust this letter may be entered
in the record in lieu of personal appearances.

While we are in agreement with the genex'al objectives sought in section 3,
we feel that business in general, and our business in particular, will be done a
grave injustice unless this section is amended. To put a business in a position
where it cannot use accepted means of communicating informfttl6n about its
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product as a normal expense of doing business Is certainly not in the Amerlin
spirit of failfflty.

In recent years, our coniphhy has had the experience of having certain adver-
tising, pointing to proposed Governineht competition with our business, disal-
lowed as a business expense. In our opinion, this advertising was vital to the
very existence and expansion of our company. It was just as important and
necessary to our company as is any product advertising by business that has
merchandise or services to sell.

Keeping the public in general, and our customers in particular, Informed on
some of the threats to our business, and to their ultiffilte welfare, In our opinion.
is not only our privilege, but our obligation. It is an obligation we feel as keenly
as we do the obligation of Informing our customers of new uses for electric
service.

For instance, we have vigorous competition from the natural gas companies.
Our company advertises in all media In an effort to meet this competition and to
get our share of the consumer dollar spent for utility service. We owe this to
our customers, to our employees, and to our stockholders.

Competition from various Government projects, seeking to take away from
us existing and prospective electric customers, is just as real as gas competition.
Unless we are able to use available means of commbnication to inform people
about this competition, how are we to meet it? Obviously, the people are going
to make up their minds about how to react, but we must give them the infornifa-
tion. We are the only ones who have it.

In our considered opinion, there Is a necessity for advertising to meet this
threat, which Is a real one. It is Imperative to the survival of our business. In
the last quarter of a century, the record of Government encroachment in the
electric business is stark evidence of the need for meettig this competition by all
legitimate means available.

With the scope of Government extending more widely initoall areas of business
operation, it would be difficult indeed to do much advertising that could not in
some way be interpreted as touching on legislative matters. As it now stands,
section 3 would impose a severe and unwarranted handicap on the American
tradition of free speech and the right to petition, which our Nation's people hol
so dear. Therefore, we sincerely ask that section 3 of H.R. 10050 be modified
or amended by your committee so that ordinary and necessary business expenses
of advertising will be deductible even though a portion of such expense might
be interpreted as touching a legislative matter.

Sincerely yours,
E. F. GRAIA-M

EweoutIt'e Vice President.

CAROLING A POWFR & LIOHT CO.,
Raleigh, N.C., April 18, 1962.

Hon. HARRY F. BYRD,
Chairman, Senate Finance Comnittee,
Washitgton, D.C.

DEAR SENATOR BYRD: In the interest of the time of your committee, I would
like to request that this letter be entered on the record of the hearings you are
now condutig on H.R. 106050. I would personally prefer to appear and testify
In person but I realize that the time of this committee is limited.

With respect to tax credits for new investment in industrial plant, let me
simply say that there can be no economic justification fo? treating public utilities
any differently than any other Industry. We are In the market competing for our
share of the consumers' dollars just like the ninufaittfrer of automobiles, furni-
ture, or food.

Section 3 of this bill specificlIly disallows as an operating expense or tax
deduction the expenses of informing the general public with regard to legislative
matters. I want to illustrate how tnfair and unsound such a proposal would be
from our own recent experience. I am attaching hereto a pamphlet that we
recently distributed to our 85,000 customers in South Carolina. This was a part
of our effort to expose to the public the attempt of rural electric cooperatives to
get the South Carolina General Assembly to adopt legislation which would have
prevented us from btillding lines within certain stipulated distances of their lines.
This means that the law would have prohibited us from serving customers in
various areas of South Caroiflth which represented literally thousands of square
miles of our service area in South, Carolina.
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We pointed out on page 13 of the panphlet how that when the co-op takes a
customer that could be served by us the State and local governments lose 11.7
cents out of every revenue dollar and the Federal Government loses 13.2 cents
out of every revenue dollar.

This was an attempt to acquaint the taxpayers of South Carolina in our service
area with the fact that the growth of the federally subsidized and tax exempt (at
all levels) rural electric cooperatives meant a diminution of the local, State, and
Federal tax base and could only result in the ultimate increase of taxes upon
what Is left in the tax base.

Under the present provisions of section 3 of H.R. 10050, the expenditure of
printing and distributing this Information among our customers apparently
would be disallowed as a business expense in the ordinary course of business. If
our competitor had been some other form of private enterprise, the expense would
have been deductible for income tax purposes. But, because the only way that
this competition can be dealt with happens to require the defeat of unfair.
unsound, and discriminatory legislation, the Congress is being asked to tax a
penalty against free enterprise.

We respectfully request that your committee rewrite section 3 so as to allow
reasonable expenses to disseminate information to the general public with regard
to legislative matters as deductible business expenses.

Most respectfully yours,
SHEARON HARRIS,

Vice President and Associate Gen eral Coisel.

UTAH POWER & LIoHT CO.,
Salt Lake Oity, Utah, April 17, 1962.H-on. HARRY F. BlYRD,

Chairman, Senate Finance Committee,
Washington. D.C.

DNAR SENATOR BYRn: It is respectfully requested that this letter of comment on
certain provisions of H.R. 10650, now being considered by your committee, be
entered in the record of hearings.

Section 2 of H.R. 10650 provides for a tax credit for Investment In certain de-
preciable property. As passed by the House this section provides for a deduction
credit of 7 percent on new investment for industry in general and of only 3 per-
cent for regulthted public utilities. Without entering the controversial area con-
cerning the relative merits of the investment incentive credit versus other means
of stiutltdting capital expenditures (depreciation ref'irm, etc.), we believe that
equitable tax treatment demands that the regulated public utilities be Included
along with all Other Industry at a uniform credit allowance. Any other action
woild discriminate against a large and important segment of the Natiotl's-in-
dustriil complex and result in the regulated utilities bearing a disproportionately
heavy share of the tax burden. We earnestly request that the investment incen-
tive credit, if enacted, be made fully applicable to the regulated utilities at the
same credit percentage granted other industry.

We believe that the provisions of section 3, which provide for Federal income
deduction for business expenses Incurred for legislative activity. is a tentative
step In the right direction but we feel that the proposal does not adequately fulfill
the full need for legislative reform of Code section 162. At present, ordinary and
necessary expenses Incurred in legislative activities, even if essential to the very
survival of the taxpayer's business, are not deductible. The investor-owned
electric utility industry is a classic example of existing discriminatory tax de-
ductibility treatment in this particular regard. Our industry is, In a most real
sense, confronted with tax-subsidized competition from Federal Government
power agencies and other federally financed public power organizations. Yet
any faettihl advertising devoted to explhififg the unfair competitive advattage
enjoyed by these public power agencies due to tax inequities and cost of money
subsidies, or for that matter the cost of any advertisement which reflects un-
favorably upon pubilepower, is interpreted as a form of "lobbying" and is there-
fore not deductible.

This tax treatment, in view of the unrestricted advertising (or propagandiz.
Ing) permitted governmental and quasi-governmental competitors, is unjustlfled
and discriminatory. We therefore urge that section 8 be broadened to allow de-
ductibility of -ordinhry and necessary business expenses Incurred in advertising
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related to pending or prospective legislative matters, but including a special
exception disallowing deduction of expenses used for participation or interven.
tion In any political campaign in sUlipOrt of or in opposition to any candidate for
public office.

In our optlilin, section 4 of 11.11. 1060 would result in repeal of the time-tested
"ordinary and necessary" business expense concept. It would substitute statu-
tory judgment for business Judgment as to allowable expenses and would also
unnecessarily complicate adnulfilstrative procedures relating to enforcement. We
urge that section 4 be elimin1fted from H.R. 10650.

We also urge that a noticeable ineM'flity contained in section 17 be rectified by
making rural electric cooperatives subject to the tax treatment provision of this
section to an equal degree accorded other cooperative businesses.

Sincerely,
E. M. NAUGITTON.

HOUSTON LIGHTING & POWER CO.,
Houston, Tew,., April 16, 1962.

Hon. HARRY F. BYRD,
Chairman, Senato Finance Committee,
Washington, D.C.

DEAR MR. CHAIRMAN: With respect to section 3 of H.R. 10050, concerning the
deductibility of certain expenses incurred in connection with legislative mat-
ters, we wish to have your committee consider carefully the matters set out in
this letter and make such a part of the record of the hearings now in progress
on said H.1. 10650.

Because of the staggering impact of governmental regulation, taxation, and
competition, private compalties like ours find it increasingly difficult to survive
and to perpetuate the free, private enterprise which has been the lifeblood of
this Nation's economy. The influence of governments felt at all levels--Federal,
State, and local. It seeks through taxation and regulation to reduce or elimibate
the profits which make dynamic expansion possible-then it seeks to seize upon
this handicafD to thrust forward with more and more tax-supported competition
which could, if allowed to progress unopposed and unchecked, result in the
eventual demise of all free enterprise.

The machinations of those pressing such policies, and the results of their
implementation, must be made known to the legislators who are responsible for
making and changing outlaws. Both must also be made known to the electorate
which selects legislators. The informational expenses incurred in making such
known are the ordinary and reasonable expenses of survival-of our compfiby
and of our Nation. They should not be given the discriminatory tax treatment
presently afforded (and proposed for extension by H.R. 10650).

Thus, it is our purpose in writing this letter to implore that any amendment
to the Internal Revenue Code should make clearly deductible for Federal
Income tax purposes all lawful expenses which are ordinary and necessary to
inform the legislators (and the general public by whom they are elected) at all
levels of the facts and ramificatioihs thereof, including the taxpayer's recom-
mended position with respect thereto, relating to legislative, initiative or
referendumn proposals.

In our opinion, a substithltion of S. 467 (introduced by Mr. Hartke on Jan-
uary 17, 1961) for the present section 3 of H.R. 10650 would be a step in the
right direction. Proposed section 3 of H.R. 10650 permits the deduction of ex-
penses incurred in directly commuffieating with legislators, or communicating
with thbrn through industry organizations, but denies the deduction of expenses
incurred in getting facts before the general public.

This is indeed a anonioly. That in a nation such as ours, where the ultimate
power is in the people and where government has only such powers and-pursues
such purposes as the people will, an attempt should be made to impede and
shackle the dissemination of information to the electorate which exercises the
ultimate discretion and which, meantime, selects the legislators who are the
instrumetithites of the electorate's will.

Accordingly, we request that your committee modify-li.R. 10650 to include
the deductibility of all lawful expenses necessary to the preservation of our
economic system.

Yours very truly, T. H. WHIARTON.
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TEXAS POWER & LIOUT CO.,
Dallas, Teo., Apri 17, 1962.

Hon. HARRY F. BYRD,
Chairman, S cnate FiPnatce Committee,
Vashl gton, D.C.

DEAR MR. CHAItMAN: This is a respectful request that this letter be entered
in the record of the hearings now being held by the Senate Finaflce Committee
on H.R. 10650 with pa'tieular reference to section 3.

Our company Is in agreement with the proposal to allow as a tax deductl6n,
certain ordinary ailil necessary business expenses incurred in connection with
legislative matters, but feels that section 3 should not specifically disallow ad-
vertising expense In connection with any attempt to ihform the general public
with reference to legislative matters, elections or referendums.

Our industry in general and our own company in particular are engaged in
competition with rural electilfleation cooperatives which are largely tax exempt
in supplying electrical energy. We are presently negotiating with a municipality
in north Texas in competition with such a cooperative for a wholesale supply of
power to the municipally operated distribution system. Furthermore, anl agency
of the Federal Government (Rural Electrification Administration) is presently
urging our competitors to seek legislation at State levels which, If secured, will
greatly increase the severity of such competition.

The cooperatives continue to promote their industry by full-scale advertising in
national magazines, in local newspapers, on TV and radio. No tax costs are in-
volved for them in doing so. We deem it a necessary business expense to meet
such competition by use of similar media, and It appears only reasonable that
such expense shouldbe allowed as a deduction for tax purposes.

Our own Texas Congressmen tell us repeatedly that it Is not enough to keep
them advised concerning our problems and the issues before Congress which
affect our business, but also that we shottld and must keep the f6lks back home
Informed so that voters whom they represent in Congress will likewise under-
stand the issues, thereby achieving the result of truly representative actiolih on
their part in Congress. If we are to do this and thereby attempt to meet com-
petition and preserve the income and property value of our own company, we must
utilize the media available for communication with our own patrons.

We, therefore, respectfttliy request that section 3 of H.R. 10650 be amended to
include as deductible, ordinary and necessary business expenses incurred In
advertising even though such expenses be interpreted as relating to a legislative
matter.

Yours very truly,
W. W. LYNCr.

CIIAMBEJR OF COMMERCE OF THE UNITED STATES,lWashingtOn, D.C'., April 17, 1062.
The H7onorable HARRY F. BYRD,

The U.S. Senate, Wa8hlingto, D.C.
DEAR SENATOR 11YRD: Ili accord with your kind permission, granted when Wal-

ter A. Slowinski testified on olur behalf before your coninflttbe, we are submitting
herewith a supplemental Statement for Inclusion In the record.

This statement deals excltisively with section 3 of H.R. 10050, relating to the
deductibility of expenditures made to Influence legislation.

Sincerely yours,
THERON J. RICE, Legilative Action G7eneral Manager.

SUPPLEMENTAL STATEMENT, CHAMBER OP COMMERCE OF THE UNITED STATES, ON

SECTION 3, H.R. 10650

APPEARANCES, ETC., WITH RESPECT TO LEGISLATION

Under existing income tax law, deductions are allowed for ordinary and neces.
sary expenses paid or incurred in carrying on a trade or business.

However, a problem has arisen over the deductibility for Income tax purposes
of business or trade expenses Incurrodto iflunee action by Congress or ofher
legislative bodies with respect to legislative or constitisnhi proposals.

Section 3 of the bill inder disctission (1.R. 10650) deals with' the problem.
The ntIt6ihal ',htiber cofitends that approval of section 8 wokld not remedy

the problem.
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In lieu of s'ctionI :i, the chlitber' dirges that sethli 102 of the Il1ternjil Revenue
Code of 1954 with respect to legislative proposals le ifflli1111ed, either as provided
by S. 467 introduced by Senator Hartke or H.R. 640 as Introduced by Repre.
sentative Boggs.

The language of the latter bill is that of a bill as amended by the
Hduse Way and Means Committe-P In aetift taken in 1010; at that time, the
amended bill was appY'eoed unnillildisly by the committee. However, final
action was not completed dtlring the 80th Congress.

Senator Hartke's bill contains the language of the tnafitilded 1910 House bill.
The problem will best be met by congressional approval of the provisions of
one of these bills as a part of the current tax bill (H.R. 10650) rather than
by approval of section 8 as now written.
The natiire of the problem : the ineans for it solution

The Internal Revenue Code does not now and never hirs contained ally provi-
sion p)rohibithlg the deduction of an expense because it is Int, frred for the prono-
tion or defeat of legislation or for lobbying purposes.

Prior to the enactment of the 1954 code, Treasury reglntilons disallowed
deductions for expendittikes incurred In making appearances, submitting mate-
rial, or comnilibtcating with respect to legislative matters. (See regulations 118,

.secs. 3.23(o)-1(f) and 39.23(q).-(a)). However, the regulations were not
enforced 'uniformly.

Largely, then, the l)roblen arose in 1959. In that year, the Supreme Court, in
two coflliftlion decisions (C ammuramto v. U.S. and F. Stral1s & Sons, Il. v. U.S.
(358 U.S. 498 (1959)), upheld the validity of the regulhtilos. It should be
noted that the Court felt itself hoifnd to follow the regulations-in the absence of
legislative action by Congress. In the decisions, the Ciurt held that the amunltits
(xpended for legislative matters were "ordinary and necessary"; indeed, they
Involved the very survival of the taxpayer's business. Further, the Court
recoghized that the law con1tiedfoibbrovisions specifically supporting the regu-
lations. The Court ruled plrfllarily on tile debatable or at least dubious ground
that the Treasury regulations had acqiilred the force of law because of congres-
sional reenactment of the hnlderl'lihg statute. Exhibited strongly here was the
lack of any firm knowledge of congressional intent; in effect, the Court decision
sought to fill'the vactithi of this intent.

Later in 1059, the problem was complicated further. New regulations, relatiig
to dediucthns Incurred with respect to legislative matters, spelled out more
specifically deductions which wotild be disallowed. For instance, the new 1959
regulations reqhlre disallowance of a dedIldtion for the portion of dues and other
payments to any organization, a "substantial part" of the activities of which
consist of efforts to Influence legislation to the extent that such amounts are
"attribitvble" to these activities. Likewise, the new~ regulations state that
expenditures for the promotion or defeat of legislation incitide expenditures for
the purpose of atteinptihg to-Iifflenee legislative meihers directly or Indirectly,
by urging or encouraging the public to make their views known to the members.

Uncertainties have plagued taxpayers and Federal employees as a result of the
new Treasury regulate ns prfomltulga td in 1059 on the heels of the Supreme
Court decisions.
SeCtion. 3 of H.R. 10650: tGeneral provisions and reasoning

If In all other respects they qualify as trade or business expenses, certain types
of expenses incurred with respect to legislative matters would be deductible under
section 3.

Two categories of expenses would be recognized as deductible under the pro-
visions of section 3:

Expenses In direct connection with appearances, submission of statements
or sending of comiatitions * * * presented to committees, individual
Members of Congress, or to committees or individal M'embers of State or
local governmental legislatures.

Expenses In direct connection with the commuticaitOn of information
between the taxpayer alid in organization of which he is a member either
from the organization to the taxpayer or vice versa.-

With regard to these two categories of deductible expenses, the legislation or
pr o losed legislation nuist be of direct interest to the taxpayer and organization.

Further, where the taxpayer Is an orgaliizatidn member and the organization
plys or iriti'rs expenses of the tvo'e referred to In section 8, dues which the tax-
payer pays would be deductible 'o the extent that they are used for sucti ses.
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It Is presumed that the remainder of the dues is likely to be deductible as
ordinary and necessary business expenses. It is presumed sufficient if all the
organization's legislative activity is related to the trade or business of a signifi-
cant number of its members.

Two limitations would be'placed under section 3 on deductions:
No deduction would be allowed for amounts paidror inCUrred for partici-

pation or interventionin p litical campaigns of any candidate.
No deduction would be allowed for expenditures to influence the general

public, or segments thereof, with respect to legislative matters, elections or
referendums. No deduction is intended to be allowed for expenses incurred
in connection with what Is usually called "grassroots" campaigns intended
to develop a point of view among the public generally which in turn is
directed toward the legislators.

The chamber agrees that the regulations issued in 1959 by tie Treasury De-
partment brought to a head many administrative and enforcement problems and
uncertainties which have plagued both the Government and taxpayers.

But difficult as are the administrative and enforcement problems, even more
Important are the policy considerations involved In denying expenses with respect
to legislative matters. Also, it is inconsistent to make nondeductible the ex-
penses Incurred in appearing before legislative bodies or legislators, while
appearances before executive or administrative officials with respect to adnii-
istrative matters, or before courts with respect to Judicial matters, are deductible,
where the expenses otherwise qualify as trade or business expenses, i.e., lawful
expenditure.

The existing bar on deductions with respect to legislative matters must be
changed. Presentations to the legislative branch should be on substantially the
same footing in this respect as that with the other branches of government.

It is highly desirable that taxpayers who have infortl0ion as to the impact
of existing or proposed laws on their trade or business not be discouraged in
making this information available. This information is necessary if citizens
are to be able properly to evaluate the proposed legislation. Deduction of such
expenditures by business is necessary also to determine clearly their real income
for tax purposes. Making sure thht others are aware of the effect of proposed
legislation May be essential to the very existence of a taxpaying business.

Analyzing the conteitt and reasoning of section 3 of H.R. 10650
The chamber believes that careful analysis of section 3 of H.R. 10050 will

establish that it is neither an adeqtite nor proper solution to the problem which
it is intended to resolve.

The chamber is in accord with the statement expressed by authors of the
House report who maintain that policy considerations in the problem are para-
mount even to the administrative and enforcement considerations. Indeed, in
this matter policy is an overriding and even overwhelming consideration.

The chfihber urges that expenses incurred should be fully deductible alike,
whether before executive-admiilstrative, Judicial or legislative bodies or officials,
where such expenses otherwise would qtllify as trade or business expenses,
i.e., lawfuil expenditures.

ObviOusly, as the authors of section 3 and the chamber agree, change in the
law emphatically is required here to rectify this disproportionate situation:
whatever branch of government is involved, the general principle on deductions
should apply. It should not be one thing for the legislative branch, and some-
thing different for the executive and judidifil brffiches, as the existing situkln
admits.

Likewise, the chamber agrees that it Is "desirable that taxpayers who have
Informatioh bearing on the Impact of present laws, or proposed legislation, on
their trades or businesses not be discbtiraged in making this information available
to the Members of Congress or legislators at other levels of government."

The chamber further heartily supports the statement by authors of the report
that "The presentation of such Information to the legislators Is necessary to a
proper evaluation on their part of the Impact of present or proposed legislation."

In addition, the chamber agrees as to the diffiilty In allowing trade or busi-
ness expenses generally, while segregating expenses relating to legislative
matters and denying deductibs for them. ,Many expenses may be incUrred
primarily to Inform a business itself as to the application of certain proposed
leglslatln. PUt when such informnttn also is made available to legislators,
It is diffietilt to detcritine h~w expense allocations should be made between legis-
lalti and mere 06fltpny planthig. Also, where an organization is involved,
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it Is diffictilt to determine whether or not expenses involving legislation are
substantial.

If anything, this is a serious underestimation of the difficulties, and it appears
Insufficient attentibln has been given to the obvious futilities Involved in reqirlng
taxpayers to undergo these difficulties as a part of compliaince with the Federal
taxing system. The chamber suggests the difficitlties will be avoided if there Is
enactment of a general rule on the problem. This would have the added advan-
tage of helping to maintain clarity in our tax laws and do away with the existing
Treasury regulations which have led to the current problem.

As presently written, section 3 of H.R. 10050 would not reduce significantly
the problem for the taxpayer presented by the existing situation; in some ways
section 3 would serve to further complicate the taxpayer's problem.

In effect, the wording of section 3 sets up a principle: It permits deduction in
direct dealings with Federal, State, and local legislators, singly or in groups;
however, the wording specifically denies deductibility to the taxpayer where there
Is any Indirect connection withlihese legislators.

In a democratic form of government such as ours, the chamber regards this
direct-indirect distinction affecting deductibility as essentially improper.

On the other hand, the general legislative rule that would be provided on
deductibility by S. 407 or H.R. 640 makes no distinctions, particularly between
direct and indirect communication with legislators. These bills hold firmly to the
principle that deductions should be admissible without regard as to whether or
not they involve legislation. The principle would make certain that business
expenses involving legislation, if otherwise ordinary and necessary, are lawful
deductible expenditures. This is a clear statement of principle which a taxpayer
may easily understand; it is not a principle founded upon arbitrary distinctions,
such as section 3 contains.

To meet the problem created by the existing situation, a clear statement of
principle is needed. In brief, its effect wotild be to eliminate any Federal tax on
the taxpayer's right to petitili legislators and their official bodies, Federal,
State and local, or to make public views on Issues pending before these members
and their legislatures.
Establishing a policy on the sight to peak out

A firm and clear legislative policy should be enacted which adequately and
properly protects the rights of Federal taxpayers to speak out and speak up on
legislative and constitutional issues as good public-flinfded citizens without being
taxed for their words.

The UIited States Is a vast country; its many diverse interests are all rep-
resentative of the Nation. In this democracy, people must speak for groups
locally and at State and local levels. To deny such speech, to pitt a tax literally
upon it, is to deny the very essence of the democratic processes.

Better than most individuals, legislators know that spokesmen for groups,
lobbyists, whether they work for profit-or nonprofit organizations, by and lhrge
are stralnghtf6rward, honorable, and intelligent.

Any policy in a democracy of taxing free speech will be seriously detrimental.
With individbfils, whether they be business executives, professionals or other.,
the existing Federal tax structure plays a large role indeed in decisionmaking.
Under the current individual and corporate income tax system especially
with Its steeply progressive rates there is a growing sentiment that in this field
we have reached, or are reaching, a point of diftiiishing returns which Is re-
fleeted inI turn in loss of potential for economic growth.

A long history supports the view that a policy of'taxation which protects
the right of taxpayers to speak out is encoUraging to the economy and to the
well-being, industry and initiative of its individlul citizens. Throughout this
centiUy surely, and most particularly from the inception of the 10th amendment
until I9!I0, it has been accepted generally that expenditures for presenting points
of view were legitimate business expenditures and, consequently, deductible
items. This general acceptance should now be given positive affirmation in our
stht ites; it shotild be made the law of the land.

Certhlttly, the existing situation is incapable of being dWfended. It also is all
pervasive, reaching itho the highest and lowest levels-of government.

On the local as well as the Federal and State levels, governmental action may
be of vital interest, even affecting the ability of a business to contithfie and its
employees to retain their Jobs. Today, we talk mich about growth, One phase
of growth is indsttlil. develophieht. Let us say, for example, that a com-
Iffinity proposes growth-inspiiing action. This may 'itv61ve opening, a new area,
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provision of new or improved streets, additional sewers, more school facilities.
Tills action tll Adds up in most cases, to the need for a bond issue. Facing
such situations, comn ities seek to raise camplilgh funds to encourage more
widespread public support. The purpose is therefore legislative, in effect.
Legislative action, that is, in support of community growth and the creation
of additional or improved Jobs. Yet, under a literal interpretation of the exist-
Ing Internal RevenUe Service ruling, funds expended by businessmen or owners
of firms, relative to such legislative action (a referendum, for example), would
not be deductible. Obviously, continuance in effect of such a ruling puts an
effective damper on community efforts toward growth; without business support
of local public education for community development, community progress is
jeopardized. At the very least, the cause of education for local development is
seriously weakened.

Or take an example at a State level; a legislature proposes a regulatory tax,
or other action. Again, expenses incurred in presenting business-employer view-
points would not be deductible. And this remains true whether or not the
viewpoint is individual, corporate, that of a chamber of commerce or trade as-
soclation.

There are other implications arising from the existing situation. For exam-
ple, the current Internal Revenue Service ruling, in effect, permits individuftl
Internal Revenue agents-operating in various regions of the United States-to
determine individually whether or not taxpayers are engaged in influencing legis-
lation.

Or take the case of those who operate newspapers, radio, or television sta-
tions; all are closely involved in matters of advertising. An Internal Revenue
Service agent in one place might rule this to be legitimate public relations with
an advertising purpose and therefore a deductible expense. Elsewhere, however,
another agent might rule-from similar evidence-that what is being done
constitutes lobbying and therefore is not deductible.

In endorsing-withofit dissent-the bill as amended by its staff, members of
the House Committee on Ways and Means emphatically expressed their favor of
a general legislative rule on deductibility involving legislative or legislatively
related activity.

Cohlvdifig remarks
We should remain mindful that the Constitution of the United States guaran-

tees to citizens of this country certain rights. Men have always respected these
rights-as the mark of a free people. Among these rights are those of freedom
of religion, of assembly, of speech, and of freedom to petition the Government
for a redress of grievances. Specifically, these four freedoms are spelled out
in the first amendment to the Constitution.

Of these rights, perhaps the most important is that of freedom of petition-the
right to speak out.

Strangely, it is necessary again to reaffirm this right-with proper and ade-
quate legislation. The right to speak out has been threatened by court decisions
and administrative regulations, arrived at in the absence of a firm statement
of law by Congress.

It is time for Congress to set the record straight.
This can be done by enactment of a general rule respecting the deductibility

of ordinary or necessary expenses in reference to legislative and legislatively
related actions; that is, by declaring then nto be in law as well its in faet truly
addmissible and lawful expenditures.

SUPPLEMENTAL STATEMENT OF TIlE NATIONAL ASsocIATION OF M[ANMFACTURERS ON
SEoTfox 3 oF H.R. 10050 ox" TAX STATUS OF EXPENSES IN CONNECTION WITH
APPEAE1AN0ES, ETO., WITH RESPEOT TO LEGISLATION

The National Association of Manufactrilers ioVpreciates the ojporttiuilty to file
an expanided supplemental statement on this very important, but widely misun-
derstood, question of the tax statits of expenditures for legislative activities.
It Is submitted in a dual capacity. First, as a representative of the inittlifflc-
tling companies making up the membership of the association, and, secondly,
on behalf of the association, as an entity, since the dues payments it receives
to support the services and representative voice it provides its member coin-
patlies may tiltimitely be Affected. This qUestlon, whilh has become so be-
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clouided by coliftiqlon as to the nature of the "public policy" involved, is ia-
portant to the operation of our representative form of government and con-
gressional declaration of the public policy is urgently needed for the guidance
of both the Government and affected taxpayers.

ROLE OF 0VERNMFNT

Recognition of the scope of the present-day role of government-at all levels-
.nd its impact on economic and business affairs of the Nation i.s ossentihl to

the formulation of a realistic and equitable public policy respecting the ddUCti-
blity of amounts expended on legislative proposals bearing on business
enterprises.

Our system of government Is founded iupon and our basic strength results from
concepts of freedom: freedom to vote, freedom of expression, freedom of religion,'
freedom of the press, freedom of petition and the freedom from undue and
unwarranted governmental restraint. The growth, expansion, and encroach-
ment of government always involves balancing the necessity for government
action for the common good against the possible impairment of some of these
freedoms. Properly to achieve and maintain this balance, it is essential to
representative government that freedom of speech and freedom to petition the
government not only be preserved and protected but actively encouraged.

Government not only regulates business but competes with business; thus, in
an era of ever-widening range of governmental activities there is a resulting
impact on industry and business in particular and our economic structure in
general. Consequently expendittures to provide information, whether to a leg-
islative body or to the public generally, on matters of consequence to such
business enterprises are in fact and should be treated as ordinary and necessary
business expenses in the same context as are other costs of doing business such
as wages, heat, light, etc. Absent such treatment, there is an effective curtailing
of the right of expression by business concerns through proscription under the
tax laws. This is especially important when the matters at issue involve policies
or actions of the government-at all levels of the government-that can have an
effect on a business enterprise and its right to do business or stay in business.

The purpose of the income tax law is to derive funds to support essential
government services. The tax laws should be utilized solely for this basic pur-
pose. The taxing power should never be used as a means of censorship; nor
should it be used to establish a moral code which substitutes government Jtidg-
ment for the sound judgment of business management.

The question before you has two basic aspects. One has to do with the
expenses of business taxpayers who participate in varying forms of legislative
activities at the different levels of government as a means of protecting or pre-
serving their economic interests. An equally important aspect involves the phir-
poses and activities of business organizations or associations.

With the ever-expanding role and impact of government over business and
economic affairs the services and in1formation provided by such organizations
have served a useful, if not essentithl, purpose in the structure of our complex
society. The dues paid to such organizations are therefore a conip'nnt of this
issue.

Generally speaking, business organizations provide their members with a
variety of technical reports, educational mateflll, economic tnforlttlon, legis-
lative status reports and analyses, and a representation of common' interests
which wottflu otherwise not be available or Wotild be prohibitive in cost. This
cost factor Is especially an element of consideration 'in the case of smallbtiainess
firms.

The banding together of persons to promote or protect common business
interests though. nutltipiupIose orgafiizhtifns is a legitifiite fundlon, that is
enc~traged by an express policy of Congress providing tax exemption for such
orgatilizatlns. The coftlflexitles of 0fir legal economic, and governmental stiuc-
tire hbve made the joiilig together, either in business or labor union organiza-
tions, a necessity in order to present a common spokesman for the views and
Interests of the meMbers. Legislative activities and the disseminbhtl ,i f fn-
fortihtion on legislative devel6tmltifits are only one aspect of the services pro-
vided by business associdti6ois but these are i tilnt futnctions. To directly or
indirectly proscribe such aetivties by tax sanctions on the dues paid to sich
orgatizltions would be an efrediVe means of silencing an integral part of our
free enterprise society.
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PRESENT LAW AND REGULATIONS

We have sought briefly to put this issue in perspective by referring to the
present day ever-expanding role of government and how these issues are inter-
woven with the interests of business taxpayers and their organizations. The
present regulations, with the inconsistent and admittedly uneven application
which give rise to this issue warrant analysis.

The Internal Revenue Code has since its inception permitted a deduction for
Income tax purposes for ordinary and necessary expenses paid or incurred in
connection with carrying on a trade or business. The Congress, through the
Internal Revenue Code, has never specifically prohibited a deductOn of such
business expenses incurred for legislative or "lobbying" purposes, for the
"promotion or defeat of legislation or propaganda relating thereto."

Prior to the enactment of the 1954 Revenue Code, Treasury Department regu-
lations had dealt with this subject through provisions of administrative regtla-
tions which related to the deductibility of charitable contributions by individuals
and corporations. The Supreme Court of the United States, in the case of Textile
3ills Corp. v. Vommissioner, I upheld application of these regulations, which
were promulgated under the charitable contribUtions provisions of the code, to
ordinary and necessary business expenses. Subsequently, in 1959 the Supreme
Court rendered a further decision in companion cases which again sustained
application of these administrative regulations. In Canintarano v. U.S. and F.
Stratnss d Sons, Ino. v. U.S.,2 deductions were disallowed for amounts paid
by the taxpayers to business organizations for the purpose of defeating proposals
submitted to the voters of the respective States in initiative measures. The
Supreme Court determined that the amounts were "ordinary and necessary" and
met the reqtlirements for deductibility as business expenses; nevertheless the
Court upheld application of the regulations so as to bar the deduction of such
expenses as being for "lobbying" of legislative purposes. The Stlpreme Court
recognized that there were no statutry limitations on deductilbility of sich
expenses but stated that the administrative regulations had acquired the force
and status of law as they "constitute an expression of a sharply defined piiblic
policy" in light of the doctrine of statutory reenactment.

Whether suCh public p61icy has been sharply defined is a basic point of con-
tention. It is a fundamental rule of law that public policy can be formilated
only by the Congress. But Congress has never defined public policy in coibliec-
tlon with business expenditures for legislative activities.

The regulations which were approved in the Cammarano case were those
relating specifically to charitable contributionMs and not to deductions under
section 162 of tle Internal Revenue Code. However, based upon the rationale
of the Oamarano case, the Internal Revenue Service, on September 19, 1959,
published proposed regulations under the ordinary arid necessary business ex-
pense section (section 162) dealing with the deductibility of so-call0d lobbying
expenses. Public hearings were held and the testimonlY of many spokesmen for
business, labor unions, and professional groups were in accord that the regfila-
tions as so proposed were unwarranted, not based ripon sound public policy and
were so ambigul~ts in language as to be impossible of effective application.
Notwithstnaldinlg this reaction, tile reguliations were published in f1n16 form on
December 29, 1959, to become effective inthediately and set foith the current
enforcement policy of the Treasury De tmient on so-called lobbying cx-
pendttires.

Such regulations' provide that expenditures for "lobbying purposes, for tile
prOmotion or defeat of legislation, for polflol campaign putrposes (incdhlftig
the support of or opposition to any candidate for public office), or for carrying
on pr6pagaida (including advertising) related to anly of the foregoing prIpocses
are not dedtlctible from gross income."

The regullktions fuifther proVide that dues or other payments which qualify
as business expenses If paid to an orgaofizittion such as a labor tifflon'Or trade
assoclntidh are deduetilile In fdll itless a "sobstaitliilpart" of the 'orgaizhtibln's
activities consist of tle activities enuti rated it 'the above quotatlh.

Willie recogfilig that precise ad absoflqte deflitfli6!Vbft~rms may not be
attAinable, we respectfully suggest that brohd Ild ambightous te'mts sulh as
"lobbying purposes," "promoti6tl Otr defeflt of leglslafibn," "propt oifAIna," and

1314 U.S. 326 (i041).
8358 US. 408 8159. o... .(.
aRegulatiOns If, cbs,89.28( -and38.23(4)-1 (h)
'Regulations, ch. 1.162-15(0) (1), (2), (8).
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"substantial part" are impossible of evenhanded administrative application by
the Government and cannot constitute adetbate guides for affected taxpayers.
The Internal Revenue Service appears to have recognized its inability to define
such terms with the result that the enforcement of this regulation has led to
uneven application by various revenue agents. This is true with respect to the
direct activities of the taxpayer, as well as the tax status of dues paid by a tax-
payer to an organization of which he is a member. This fact has been recognized
by the Treasury Department in a letter of February 26, 1960, to the chairman
of the House Ways and Means Committee, which stated, in part, as follows:

"Legislative reappraisal of the present law and the proposed legislation will
necessarily take account both of the practical administrative problems which
now exist in this area as well as those which, might develop under the proposed
modifioation. Present law, particularly as it relates to the dues paid to trade.
associations, institutibnAl advertising, and the grassroots type of lobbying ex-
penditure, is difficult for the Internal Revenue Service to adnmihister. It is
diffidtlt, if not impossible, for the Internal Revenue Service, with its present
manpower, to 'censor' or 'monitor' lobbying of the advertising or grassroots
variety. Indeed, it has been the general position of the Internal Revenue Service
that it is not only impracticable but Undesirable to attempt to substitute the
judgment of the tax collector for that of the businessman in determining the
character of the advertising appropriate for the business as long as it may rea-
sonably be expected to increase the patronage of the business.

"It is only realistic to recognize that many of the expenditures in these areas
which have passed the permissible borderline Under the existing regulations
have doubtless escaped detection in the audit of tax returns. Unless the Internal
Revenue Service were to devote disproportionate manpower from its basic col-
lection function to policing this difficult and controversial area, it would seen
that uniform enforcement ivould be an unattaiable goal. If there were to be
a modification or relaxation of the existing rules, therefore, it would appear to
be a desirable objective that it should help reduce, rather than aggravate, the
practical administrative problems which are inherent in this area, and at the
same time reduce to a mifimilm whatever inequalities among some taxpayers
result from unavoidable imperfections in the administration of the law.

"The present rules have created problems of enforcement since it is difficult
to 'police' advertising campaigns and expenditures by unions or trade associa-
tions in an effort to identify degrees of attempts to influence legislation and,
with respect to taxpayers generally, it is difficult to make certain that expendi-
tures definitely in the lobbying area are not in-fact deducted in the guise of legal
expenses, advertising, or the like." [Italics supplied.]

This adniihistrative enforcement problem was forcefully arid effectively set
forth by the House Ways and Means Committee when it untiiftnusly recom-
mended to Congress, In July 100, that remedial legislation be enacted in thisareas

This enforcement problem was again reviewed by the Committee on Ways
and Means as a part of its hearings and studies which resulted in H.R. 10650.
The Ways and Means Committee Report 0 also pointed out the anomoly uni'der
the present law that expenses incurred in appeaing before legislative bodies
are not deductible, while appearances before executive or administrative officials
or before the courts are deductible where the expense is otherwise qualified as
being related to the trade or business of the taxpayer. The Ways and Means
Committee specifically noted:

"Your comfilittee believes that the present bar on deductions with respect to
legislative matters must be modified to place presentations to the legislative
branch of Goveritent on substantially the same fedting in this respect as that
with the other two coordi fte braiches of Government."

The Supreme Court, in the Cammarano case, also sOught to justify the con-
clusion reached on the basis of the legal theory of statutory reenactment. This
theory of reeactment is based upon the prestffilti6 that the Congress, in re-
enacting a statute, does so with the imijolied kfibiWledge 6f administrative inter-
pretations placed upon the law, The Congress, so the theory goes, having this
implied knowledge, would have chlinged such administrative cnstruction , If it
had deemed it to be erroneous or in cfinflift with its intent. However, as the

81, ept. 2077, 86th Cong., 2d sess.
I t. Rept. 1447, 87th Cong., 2d sess., p. 17.
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Supreme Court has recognized in another decision,' reenactment * * * is an
unreliable indIcium at best."

In disposing of a constitutional question raised in the OTammarano case, the
Supreme Court indicated that persons engaging in legislative activities must
pay therefor without "public subvention." While not relevant to the question
before the committee, it is contended by some that to allow business concerns to
deduct legislative expenditures made for a business purpose would be to auth-
orize a public subsidy for such expenditures. Such contention misconceives
basic principles. It seemingly proceeds on the theory that all business income
Is Government property and that relinquishment of any degree of ownership of
such income is a grant or gift of Government money to the taxpayer. The true
principle, of course, is Just the opposite, that is, all business income is private
property subject to taking only through due process of law.

It is A basic principle of our income tax law that all ordinary and necessary
expenses for the earning or production of income are to be recognized as an
offset or deduction in determining net income subject to tax. Are not expenses
to preserve the right to stay in or do business essential to the prdottction of in-
come for a business enterprise? As a matter of logic, there is not more subven-
tion or subsidy for legislative expenses than there is in the case of other lawful
business expenditures.8 There is certainly no congressionalp01icy to justify such
statement with respect to the tax status of legislative expenditures.

These cases and anlysis of the shifting and inconsistent legal theories of what
is or is not public policy in connection with certain tax deductions point up the
need for congressional disposition of this Issue.'

ANALYSIS OF PROPOSED LEGISLATION

Section 3 of H.R. 1050, as passed by the House of Representatives, moves
toward a solution of the problem but we respectfully submit that it does not
come to grips with the full scope of the problem.

Section 3 permits deduction by a taxpayer for expenses which are ordinary
and necessary to the conduct of his business in c01nection. with appearances
before or communications to comminttees or Members of the Congress or of a
legislative body of a State or political subdivision of any State or possession
of the United States with respect to legislation or proposed legislation of direct
interest to the taxpayer. The bill also permits deduction of sums spent in
connection with communication by a taxpayer and an organization. of which
he is a member with respect to legislation or proposed legislation of direct
interest to the taxpayer and such organization.

This proposal recognizes and clarifies an important aspect of the problem as
reviewed above. However, some of the limitations on the above general rule,
set forth in section 3 of the bill, are Unrealistic and would pernit continUhtion
of much of the confusion and uneven enforcement existing under the present
sltttt0n.

Under the first limitation no deduction could be had for expenses in connec-
tion with political campaigns of candidates for public office. With tis we con-
cur and recognize that it is based upon an expressed public policy of the United
States, as evidenced by the Congress in the Corrupt Practices Act."

7 Commissioner v. Glensahaw Glass Co., 348 U.S. 420, 431 (1905).
S An illustration of the inconsistencies of the purported public policy and unsound

philosophy underlying the present law can be found in related Supreme Court cases
reaching, different results. .n Oommisiloner v. Sullivan, 850 U.S. 27 (1958), the taxpaxter
ran an illegal bookmaking operation but the Supreme Court permitted a tax deduction -for
rent and wages on the theory that if they were to deny deduction "wVe would come close
to making this type of business taxable on the basis of its gross receipts, while all other
business would be taxable on the basis of net income. If that choice is to be made,
Congress should do It," E ally striking Is Lilfly v. Commtfssioner, 848 U.S. 90 (0952),
wher the Court foubd tha? the taxkpayer-6 ticifin cofild deduct as "ordinary and neces-
ary" the amounts ai~d to physicians askRacks on'the Price of eyeglasses. GThe Court

stated that the eth es of this practice were questionabebtteewsntfutaino
a declared, Public Oocy0 Tho Federal Regulati~n of Lobbying Act, 2 U.S.C., cbis. 201-270, Is the only expres-
sion of congressional policy on so-called lobbying. This law merely requires that those
who engage in defined activities must only register 'With the Congress. To, suggfst that
legIslie activities which are otherwise lawful 1l nder express congressional policy but
are against publ ic policy for tax purposes Is icongruous.

1018% V.S.C., sec. 010.
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Tlie limitation to which we take exception is that which disallows deductions
"in connection with any attempt to influence the general public of segments
thereof, with respect to legislative matters, elections, or referendums."

These sweeping limitations, in our view, are arbitrary in character and in-
consistent with the bill's general principle of permitting deductions for legisla-
tive activities. We can see no logical reason for permitting taxpayers, or their
organizations, to communicate views to legislative bodies on pending or proposed
legislation and at the same time to deny tax deductibility for expenses In con-
nection with informing the public. For example, in both the initiative and refer-
enduni the voters are performing a legislative function-they are the legislators,
as the following definiton and explanation shows:

"The initiative is the power reserved to the people to propose laws and amend-
ments to the Constitution and to enact or reject the same at the polls,
generally independent of the legislature; the referendum is the power reserved
to the people at their own option to approve or reject at the polls any act of the
legislature. The referendum as thus defined is limited to the power of the
people to approve or disapprove legislative acts at their own option and excludes
the power to approve or reject legislation which has been referred to them by
the legislative assembly. Both the initiative and referendum are legislative in
oharaoter." " [Emphasis added.]

If the initiative and referendum are "legislative In character" and the ex-
pression of views to legislators is recognized, we deem it illogical and Inconsistent
to limit the deductibility of expenses for informing the electorate. The (an-
nuarano case, cited previously is an illustration of how Important tile issues
involved in itlitiatIve matters can be to taxpayers. The economic effect on tax-
payers involved in these cases was fully recognized by the Supreme Court and
yet the basis of disallowances was upheld on grounds of purported public
policy. If an informed electorate is an enlightened electorate, we submit flint
a public debate of the issues and dissemination of information on these Issues
should not be arbitrai'ily precluded by operation of sanctions wifder the tax law.

Another Ineonsistency in section 3 is that expenditures for 'any attempt to
influence the general public, or segments thereof" on legislative mnttors wolid
be disallowed. Tile report of the Ways and Means Coniblittee indlctes that it
is aied at "what is usually called grassroot campaigns intended to develop a
point of view among the public generally which bti turn is directed towvard tile
legislators." On a techichl basis the use of phrases such ats "any attemlpt."
"general public, or segment thereof" and "legislative matters" are so Incapfble
of precise definition that their use can only result in continued uneven admins-
tration, and certainly do not provide uniform criteria for the ghitlnice of affect
taxpayers. However, more important is the inconsistency in concept of preelnil-
ing tax dediuetibllity for expenses of tills type.

In a recent case involving the Sherman Act, the Supreme Court stated a prin-
ciple-of law that seemingly creates a double standard in tlat the right of pjoti-
tion is to be treated one way under the antitrust laws and dliffereitly under tile
tax laW. In this case the Stpremte Court said:
"The right of petition is one of the freedoms protected by the Bill of Rlights.

and we cannot, of course, lightly impute to Congress an intent to invalde these
freedoms." 12

With this statement we heartily cbincur. However, we find that unt)or the
present tax laws there appears to be just such in)tfitton Antl a practical th.
vasion of such freeddths so far as businesses are concerned.

In thi.t saile titftrust decision, the StUpreie Court welit onto say':
"The right-of the people, to, Inforin th~ir representatives in government of their

(desires with res pect to -the passage or enforcement of laws cahufift 1i~fo~rly be
iiade to depend upfo her Intefit in doing so. It Is neither tifnusuhtil nor llegal
for people to seek actlhb on laws In the hope thtt they may bring about an ad-
vantage to themselves anid a disadvanitage to their conipetitors."

Thus, the double standard. For tax purposes the right of businesses to Inform
their representatives in goVernmeiet is proscribed for practil ptiposes. How-
ever, in the iigtance of an anfitrust statute, which also expresses public policy,
It is deemedto be a preservation 0f a basic freedom for businesses to itifdin 'their

1 28 Am. Jur. see. 2, p. 437.
19 .atern RR. 00f. V. Noerr Motor Preight, Nto., 305 U.S. 127 (100).
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representatives of their views on matters governmental. Such double standard
is difficult to reconcile."

There is a further double standard that points up the discriminatory aspects
of the present situation. It is common knowledge that the executive branch of
the Government extensively engage in "lobbying" activities. Almost every execu-
tive department in the Govermnent has a high-level official charged with respon-
sibility for congressional liaison. The activities of these officials in support of
the various administration programs are well known. The views of these offi-
cials, and their colleagues, are solicited by congressional committees and Mem-
bers. Are we to have the unfair situation wheretufnler only tax supported Gov-
ernmelit views are to be heard and the business taxpayer with an economic inter-
est in legislative issues is to be curtailed through tax sanctions.

It is also well known that the Government also is in direct competition with
proprietary business. This direct competition is supported by Government funds
raised through taxation.

An instance of such competition, as well as the discriminatory treatment, is the
disallowance of advertising costs to certain privately owned public utilities in
their efforts to inform the public of the direct competition they are suffering
from the Government. These investor-owned companies are not permitted to
deduct such advertising expenses because, according to the Internal Revenue
Service, the subject matter is one involving a "political controversy." Thus such
companies are discriminated against for engaging in constitutionally protected
freedom of expression.

Had such competition come from other private sources, there Is little question
that the advertising expenses involved would have been found deductible costs
of doing business. Where the Government conducts business in a proprietary
capacity, it would seem only fair that they do so in full competition in the mar-
ketplace. And yet, under the disposition reached in this illustration, the Treas-
ury Department appears to be aiding a government sponsored function to the
detriment of its private competitors by disallowing advertising expenditures as
deductions. Thus, again, we find a double standard.

We subtflit that the Congress should thoroughly review the underlying public
policy, as well as the tax philosophy involved in such discriminatory distinctions.
It should be recognized that free speech or the free expression of views by
business enterprises can be effectively limited or denied thrOUgh the exercise of
the taxing power. This principle was well stated in a recent decision by the
Supreme Court of the United States 1 wherein the Court stated:

"It cannot be gainsaid that a discriminatory denial of a tax exemption for
engaging in speech is a limitation on free speech. * * * It is settled that speech
can be effectively limited by the exercise of the taxing power. Gro8jean v. Amer-
ican Pres8s Co., 297 U.S. 233. To deny an exemption to claimants who engage
in certain forms of speech is in effect to penalize them for such speech. Its
deterrent effect is the same as if the State were to fine them for this speech.
The appellees are plainly mistaken in their argument that because a tax exemp-
tion is a 'privilege' or 'bounty' its denial may not infringe speech. * * * [The]
denial of a tax exemhptlon for engaging in certain speech necessarily will have
the effect of coercing the claimants to refrain from the proscribed speech."

Or, as Mr. Justice BlA k phrased it in his concurring opinion in this case:
"California, in effect, has lihosed a tax On belief did expression. In my view,

a levy of this nature * * * constitutes a palpable violation of the first amend-
mnnt, which of course is applicable in ill its particulars to the States, * * * I
am convinced that this whole business of penaiizing people because of their views
and expressions concerning government is hopelessly repugnant to the prinliples
of freedom uon which this Nation was funded itifd which have helped to make
it the greatest in the world."

In the OaMoardfo decision, the taxpayers sought to rely on the ,HpeIfse case,
but this contention was summarily rejected by the Court on the basis of the
flwihig ratlofiole:

"Petitioners are not being defied a tax deduction because they engage in con-
stitfitltintilly protected activities, but are simply being required to pay for those
activities entirely otit of their own pockets, as everyone else engaging in siffilar
activities is required to do tnder the provisions of the Interp6l Revenue Code.
NoXtidtscrliilfnatory denial of deduction froth gross income to sums expended to
profitfte dt" defehtlegislation Is plainly not 'Aied at the suppression of danger-

1 8For a more extensive discussion respecting the "double standard" see speech of
Con ressma n Thomas M. Pelly of Washington, 107 Congressional Record, Mar. 20, 1901,p. Ai 410.

1 4Speiser v. Randall, 357 U.S. 513 (1958).
82100-62-pt. 5-24
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ous Ideas.' 857 U.S., at 519. Rather, it appears to us to express a determination
by Congress that since purchased publicity can influence the fate of legislation
which will affect, directly or indirectly, all in the community, everyone in th -

community should stand on the same footing as regards its purchase so far at
the Treasury of the United States is concerned."

We respectfully submit that this rationale is fallacious and Is not sound as
matter of tax policy with respect to businesses which can exercise the right of
petition only through methods of communications which re4fire expenditure of
funds. In support of our contention that this statement by the Court does not
represent sound tax policy we submit not our justification but the answer to
the argument, as advanced by the House Committee on Ways and Means in its
recent report in connection with H.R. 10650, wherein the committee stated:

"It also is desirable that taxpayers who have information bearing on the i.
pact of present laws, or proposed legislation, on their trades or businesses not
be discouraged in making this information available to the Members of Congress
or legislators at other levels of government. The presentation of such itnforma-
tion to the legislators is necessary to a proper evaltlation on their part of the
impact of present or proposed legislation. The deduction of such expenditures
on the part of business also Is necessary to arrive at a true reflection of their real
income for tax purposes. In many cases, making sure that legislators are aware
of the effect of proposed legislation may be essential to the very existence of a
business. The dedtttion of legislative expenses for those lvho incur them for
personal reasons is not proposed here, since such expenses are not deductible
loith respect to administrative or judicial presentations and have no bearing
on the detetination of true taxable income of a business." (H. Rept. 1447,
p. 17.) [Emliphasis added.]

Thus, the Congress should not be misled by emotional and superficially persua-
sive arguments that everyone in the community should stand on the same footing
for tax purposes insofar as this tax issue is involved. It has been made abun-
dantly clear in tile Initernal Revenue Code that business taxpayers are permitted
many deductions that are not permitted taxpayers not engaged in a trade or
business and eligible for deductions under section 162 of the Internal Revenue
Code. For example, tile costs of heat, light, wages, insurance, and relhtcd itenis
of expense are fully deductible if incurred in a trade or business but are non-
deductible to a taxpayer not so engaged. The real discrimination, as is noted
earlier, and as the Ways and Means Cominlittee report points out, is that a bus-
iness taxpayer can deduct his cost of presenting views affecting his business to
the courts or administrative agencies but is illogically precluded a tax deduction
for thepresentation of similar views to legislative bodies or'its members.

Ordinary and necessary business expenses are such that they must be based
upon the business Judgment of the taxpayer and not tile hindsight judgment of
government officials. Further, the effective administration of the tax laws can
prevent any abuses which may arise in this area, for it is fundamental that such
expenditures must not only be ordinary and necessary but must also be reason-
able in Afmt6unt, related to the business of the taxpayer and lawful in purpose.
Disallowance of certain cteagries of expenses based upon a nebblous "good" or
"evil" standard distorts the bhsis of the Internal revenue laws, encourages dis-
critniftatrry enforcehehit, and raises serious constitutional questions.

If a business taxpayer deems it approPtriate to attempt to inform the public,
or segments thereof, and such expenses meet the other criteria for tax deduc-
tibility, they should be recognized and permitted, regardless of the media by
which such taxpayer makes his views known and to whom those views are
directed.

CONCLUSION

The fact that the House Ways and Means Committee has twice reported and
the House has now passed legislation tinthis area is a siglifichlntrecognititbi r of
the iiA0rtituce witl hihi& that body views section-8 of H.R. 10650. The soltit6n
adopted and now before 'this comnlittee is not a full solution of the problo.

Clearly, the time has come for the Congress to formulate public policy for the
gtilda ice of the Treasury Depattment, the Internal Revenue Service, and allI
affected taxpayers. The time is past for improvising with regulations tlsup-I
ported by an expression of congressional policy, The Congress should act
forthfightly to Insure that the right to communicate with the elected representa-
tives in goverkinelit is netinfrihged or abridged in any way by operation of the
tax laws. I
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An adequate legislative solution of this problem Is embodied in the proposal

cosponsored by your colleagues, Senators Hartke and Kerr (S. 467). This
proposal, or a proposal similar to that approved by the Committee on Ways and
Means in July 1960, H.R. 7123 of the 86th Congress, or H.R. 640, and companion
bills of the 87th Congress are more effective legislative remedies than section
3 of H.R. 10650. They would make clear the congressional intent that no tax
penalties should be imposed as a deterrent to the exercise of the right lawfully
to participate in the legislative processes of government, local, State, or Federal.

WIscoNsIN POWER & LIOHT Co.,Madison, Wi8., April 18, 196g.
In re section 8 of H.R. 10650

Hon. HARRY F. BYRD.
Ohairman, Senate Finatwe Oommittee,
Washington, D.O.

DEAR MR. CHAIRMAN: We respectfully request that this letter be entered in tile
record of the hearings now being held on H.R. 10650.

We urge that section 3 be modified to make it clear that the cost of advertising
incurred by a taxpayer in the ordinary course of his business is deductible,
Federal income taxwise, even though the advertisement may have some general
reference to pending or prospective legislative matters.

It appears quite anomfllous to us that certain expenses may be deductible if
incurred in connection with appearances before and submission of cominunica-
tions to legislative conlitittees or individual members, and also incurred in com-
muntication of information between taxpayer and an organization of which he
Is a member, while on the other hand other expenditures which may be intirred
making the taxpayers' views known to legislators through public advertising
will not be deductible. Consistency would seem to require the allowance of both
types of expense as tax deductions and we urge a consistent treatment of this
jimitter, and that section 8 be broadened so as to permit deduction in either view.

Furthermore it appears that the proposed section will present administrative
problems. It would appear that it would require the Internal Reveutie Service
to determine or moilitor what expenses are made for appearances before, com-
nulications to, individual members or comnlittees of legislative bodies, and what
expenses are made for communication between the taxpayer and an organiza-
tion of which he is a member with respect to legislation as contrasted with ex-
penses for advertising which advertising may have some attempt to influence
the general public or segment thereof with reference to legislative matters.

There can be no well-defined line. Furthermore the aPortionment of expense
items as between the purposes for which the expenditure may be permitted
and the purposes for which it may not be perkhitted, certailly will be dliffilolt
and most probably would require frequent or annual negotiations to determine
the proper allocation.

It would seem to us that a modification of the section so as to make it clear
that cost of advertising incurred by a taxpayer in the ordinary course of
business should be deductible, even though some part of the cost of advertising
might have some general reference to pending or legislative matters. of cohmse,
we recognize that advertising or expenditures relating toparticipationin political
campaigns or on behalf of any public office would not be deductible in' ahy
ease.

Sincerely,
CARL J. FORSBERO, President.

TRANSPORTATION AsSOOIAtZON o AMERICA,
Washington, D0., April 16, 1962.lion. HARRY F. BYRD,

Ohairtnan, Committee on Finatwe,
U.S. Senate, Washington, D.O.

MY DEAR MR. CHAIRMAN: Your ominilittee currently has under active consider.
tion H.R. 10650, entitled "Revenue Revision Act of 1062." On behalf of the
board of directors of the Transportation Association of America I would like
to urge the enactmeiat of section 8 of the bill, pertaining to appearances, etc.,
with respect to legislation.
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We believe the background of this section and the justification for its inclusto
In H.R. 10650 is clearly set forth in the report of the House Committee on Way
and Means and will be further amplified by supporting witnesses schedule
to testify before your committee on April 17, 1062.

We-thtnk that our position endorsing such provision would be better understoo
by a brief description of TAA. This association Is a nonprofit research anm
educationlorganization devoting its efforts to the development and inplementa.
tion of sound national policies which will assure the Nation of a strong trans.
I'ortation system Under private ownership and operation. TAA is comprise
of representative users, investors, and air, freight forwarder, highway, o
pipeline, rail, and water carriers, all of whom work cooperatively to carry out
this basic objective.

Our policy positions are developed by eight special permanent advisory
panels of experts in the user, investor, and carrier fields. They are thereafter
reviewed and acted on by our 100-man board of directors.

The end result of such activities is that by the process of study, discussion,
and compromise we are frequently able to resolve existing differences between
carrier modes or among the users, investors, and common carriers as to problems
affecting the national public interest. These views are then presented in public
hearings to congressional committees. You can readily understand and appre.
edate the value of such a process in facilitating the enaetmefit of needed legis-
lation, otherwise Impeded by differing and conflicting views within the trans.
portation Jndustry.

Our principal concern Is that the Treasury Department regulations adopted
in 1959 have subjected to question the possible disallowance for Federal incoine
tax purposes of membership dues payable to associations. Our feeling Is not
only that the legislative activities under challenge by the Treasury Department
are legitimate and proper bit also that such dues should not become subject to
possible disallowance by the Internal Revenue Service.

Accordingly, we urge your committee to report favorably section 3 of H.
10650 for recommended apIPoval by the U.S. Senate and respectfully request
that this letter be made a part of the officifil record of the hearings thereon.

Sincerely yours,
HAROLD F. HAMMOND.

SOUTH CAROLINA ELEOTAI0 & GAS CO.,
0ol1nbla, S.C., April 23, 1962.

Hon. HARRY F. BYRD,
Ohatirman, Senate Finance Committee,
New Senate Of1co Building, Washington, D.C.

DEAR MR. CHAIRMAN: I am writing you this letter concerning section 3 of
H.R. 10650 (deductibility of expenses incurred in connection with legislation).
I respectfully ask that this be made part of the permanent record of the hearings
on thisineasure.

While this section of the bill provides that ordinary and necessary business'
expenses may be deducted, certain instanfces in computing Federal income taxes
would obviously obviate an allowance for a deduction for any bmontt paid or
disbursed in an attempt to Itlihence the general public, or any given portion
thereof, on elections, referendtfms, or matters before State or the National
Legislatures.

Certtiinly, this company concurs wholeheartedly in the proposal to allow as
a tax dedtfction ordinilry and necessary business expenditures involved in ap.
pearances before, or statements to, cofmlittees of idividiiiil members of legis.
lative bodies In relatlh to legislature of direct interest to the taxpayer, and
the other deductions enumerated in the bill. However, we believe that the
bill does not go far enough. We feel strongly that code section 162 should
provide that the costs of advertising itfiled to present the taxpayer's view.
point to the public or any segment thereof on proposed legislation shoiildbe
deductible as an ordinary antd necessary business expense. We feel that the
sam e should be true of expenses involved ii what, for want of a better term,
is coninlolly known as lobbying.

In its letter of February 26, 1960, to the chairman of the Ways and Means
Committee, the Treasury Depfrtment-poflted out a fact of which we are all thor-
oughly aware: the growing impact of Goverhihient In ill its subdivisions upon



REVENUE ACT OF 1062 2027

'all individuals and businesses. Surely, it is not only proper, but vitally neces-
sary that the taxpayer fully present his views to his elected representatives or
the appointees thereto, on issues which vitally affect him. I have had no little
experience in this field, and know that OUite often legislative officials have said
that they find such expositions on proposed legislation helpful. I feel parti-
culairly strongly about this inasmuch as I represent an industry which is closely
regulated by both Federal and State Governments, and which is vigorously and
keenly competed with by tax-free rural electric cooperatives and agencies of
the State and Federal Governments. Quite naturally, we wish to make our
case known to our customers and the voters. There is no difference between
this particular facet of the public versus private power controversy and two
grocery stores putting the respective merits of their products and services
before the public.

At the present high tax rate, industry and business could be well-nigh silenced
if it is not accorded tax treatment of the kind I herein request. Further, the
public would be denied vital information in a controversy which, we believe,
goes a long way toward deciding the fate of our private enterprise system-the
system which has undergirded our political freedom. This is particularly im-
lortant when our opponents are able to advertise-and they do it lavishly-
with income dollars upon which practically no tax dollars are paid. We, there-
fore, earnestly request that your committee modify section 3 of H.R. 10650 so
that expenses of this type may be deductible as ordinary and necessary business
expenses.

Cordially yours,
ARTUR M. WILLIAMS, JR.

NEW YORK FARM BUREAU,
Ithaca, N.Y., April 23, 1962.

Senator HAI Y 1'. BYRD,(.'hirniatt, enate. l,11ftano Committee,
o'cnlatc OfiCle building, Vashington, D . .

DEAR SENATOR B3YRD: We are somewhat disturbed over some of the provisions
of H.R. 10050, the proposed 1962 lteveitle Act. Since tills bill has passed the
House, the Senate now has an opportunity to correct some of its disturbing
features.

Among those which bothers us mostly in New York State are section 2 having
to do with investment credit, section 17 on cooperative tax treatment, and section
19 with regard to withholding taxes from interest and dividend payments.

We believe that the credit for Investment against taxes due rather than against
income subject to taxation, might have some undesirable effects. Certainly in
tMe begllihing it would be discrinlinatory against those who for example had
kept their points in modern condition as against those who had delayed expendi-
tures. The latter would be rewarded for such delays. We can also visualize
Investment for things of lesser importance because of its resulting in practically
no net cost to the investor. We believe that the best method to promote invest-
ments is to have a tax structure which will permit an income out of which
investments can be made.

Most farmers are members of one or more cooperatives organized for the
marketing of agricultural products or purchasing of supplies needed in the
production of agrictilturil products. Farmers are keenly interested in having
successfitl cooperative organizations and having tax laws which will promote
cooperiftives and at the same time be eqilit~ible. Double taxation at the co-
operative level and also at the patron level is not in the best interest of all
concerned. It is best that all cash and noncash distributions be taxable at the
patron level rather than at the cooperative level. However, it is impottafit that
responsiility for paying tax on taxable distributions should be firmly established
in the statute.

The third matter on which we wish to coffiflfnUt has to do with the proposed
withholding tax on dividends and "itterest. We can see no validity for such a
proposal, partieullafly in view of the data processing equipment that Internal
Revefnue Service is getting tito operation. It would be a tremendously ex-
pensive neth&d of tax collection, the burden of wlich would be plftkdeon iolvate
Industry. It would also be a great burden on our senior citizens, many of whom
depend to a considerable extent on income from interest and dividends. In
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most instances such persons would have little or no legal tax obligation but they
would hesitate to go through the difficult procedures to obtain a refund and
would thus be deprived of income that they need and that is rightfully theirs.
This section of the proposed bill should be deleted without question.

Yours sincerely,

(Whereupon, at 4:25 pi.
at 10 am., Wednesday, April

0. 1K. BmwLOOKt
Director, Commodity Department.

the committee adjourned, to reconvene
18, 1962.)
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WEDNESDAY, APRIL 18, 1962

U.S. SENATE,
ComurmE ON FINANCE,

Wa ington, D.C.
The committee met pursuant to recess, at 10 a.m., in room 2221

New Senate Office Builling, Senator Harry F. 'Byrd (the chairman)
presiding.

Present: Senators Byrd (chairman), Kerr, Anderson, Douglas
Gore, Williams, and Curtis.

Also present: Elizabeth B. Springer, committee clerk; and Colin F
Stain and L. M. Woodworth, Joint Committee on Internal Revenue
Taxation.

The CHAMMAN. The committee will come to order.
The first witness is Mr. Carmin C. Saccardi, of the Association of

Stock Exchange Firms.
Will you take a seat, sir, and proceed?

STATEMENT OF CARMIN 0. SACCARDI, REPRESENTING THE ASSO-
CIATION OF STOCK EXCHANGE FIRMS; ACCOMPANIED BY
BRITTIN C. EUSTIS, PRESIDENT, ASSOCIATION OF STOCK EX-
CHANGE FIRMS; MILTON A. SPEICHER, FRANCIS I. du PONT &
C0.; AND FRANCIS 3. HUGHES, GENERAL COUNSEL OF THE ASSO-
CIATION OF STOCK EXCHANGE FIRMS

Mr. SACCAmi. Thank you.
Mr. Chairman and members of the committee, my name is Carmin

C. Saccardi. I am an officer with the title of cashier and a voting stock-
holder of Merrill Lyndh, Pierce, Fenner & Smith, Inc.

Today I am speaking as a representative of the Association of Stock
Exch6fge Firms. With me are Brittin C. Eustis, president Of the As-
sociation of Stock Exchange Firms and a partner at Spencer Trask
& Co.; Milton A. Speicher, on my leit, a partner of Frandis I. du Pont
& Co.; and Francis J. Hughes, general cotmlsel of the Associatloi nf
Stock Exchange Firms.

The Association of Stock Exchange Firms is a trade association
representing 525 New York Stock Exchange member organizations
located all over the United States. There are over 5;000 security deal-
ers in the securities industry who are represented by orparizations like
the'association, the. New York Stock Exchange, American Stock Ex-
change, various regional exchanges Investment Bankers Association
of America, and the National Associatioti of Securities Dealers.
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The committee will undoubtedly hear directly from a number of
these organizations before the hearings conclude. In many cases
there is an overlapping membership among these organizations; for
example, my firm is a member of most of the associations and ex-
changes. Although I only speak for the Association of Stock Ex-
change Firms, in my judgment, all securities dealers handling cus-
tomers' securities will encounter the same administrative difficulties
that I am about to discuss.

I wish to thank the Senate Finance Committee on behalf of the
Association of Stock Exchange Firms for the opportunity we have re-
ceived to present our views on dividend withholding as it appears on'
the revenue bill of 1962.

Our statement today concerns itself solely with the serious adminis-
trative problems faced by the securities industry if 20-percent dividend
withholding at the source is enacted into law.

The various proposals in regard to exemptions, including those in
the p resent bill, pose difficulties of an extreme nature insofar as divi-
dend processing is concerned throughout the entire securities industry.

In order to support this contention, it may be useful to explain the
industry'spresent problems in the dividend area and those that might
be expected.

By its very nature, dividend processing undergoes very heavy sea-
sonal peaks of activity. The activity means periods of heavy payroll
overtime; night and even weekend work. The seasonal peak is
particularly burdensome in the fourth quarter of the year. During
December many companies pay regular quarterly and extra dividends.
In other instances, companies that pay only once a year seem to prefer
December. Naturally, quarterly payers of dividends also remit in
December.

Receiving and crediting dividends to individual accounts is an im-
portant service function of our business and one that represents a very
heavy cost without any offsetting income.

The processing cost is increased as some of the "claims" for dividends
due an individual broker prove to be uncollectible. These claims
represent payments that are due to an individual or a broker but that
are actually paid because of an unavoidable time lag to a third party
who is not entitled to such payment.

Here is a typical example: A customer in Oklahoma sells 10 shares
of American -Telephone & Telegraph. He sells prior to the ex-
dividend date. Because of the time lapse in delivery and mailing,
the certificate for 10 shares of stock does not reach the broker's home
office in tite for him to get it to the traffier agent by the record date.
As a consequence, the dividend is paid to the former shareliolder in
Oklahoma. It now becomes necessary fbr the brokr to claim the
divideiffl paid to thb seller in order to edit the buyer who is properly
entitled to the dividend.

Almost all medh aial equipment in the brokerage industry is gaged
to provide stffiient excess capacity for dividend processing peaks.
ThUs the cost processing dividends nuist include not only overtime
wage pay mentsbut excess machine cap-ity as will.

All ofthese factors have bedn further complicated by the passage
last year of a bill requiring that all reports subihitted on dividend pay-
ments must include the individual's social security number or tax iden-
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tification number. Our industry has not yet fully experienced the
difficulties that will result from this added and cumbersome require-
ment in handling dividend reports.

During the 1961 calendar year it is estimated by Standard & Poor's
dividend service that approximately 8,800 companies declared and
announced approximately 24,900 dividends. Depending on the size
of a brokerage firm, it is likely that a broker will have customers' posi-
tions necessitating the processing of anywhere between 10 to
100 percent of these individual, published company declarations.

Many other companies pay dividends but make no published an-
nouncement. As an illustration, Merrill Lynch, Pierce, Fenner &
Smith, Inc is holding for customers a p promately 14,000 different
common and preferred' stocks upon which we received 45,590 dividend
payments in 1961. These payments necessitated the crediting of
approximately 7 million separate dividend payments to individual
customer accounts last year.

It may prove:useful to recount the work involved in the processing
of a single dividend in one brokerage firm. I hesitate to take the com-
mitee's time on such minor processing details. But unless the present
complications that exist in dividend computations are understood, it
is difficult to appreciate our strong objections to the mechanical and
administrative problems that woulg be posed by dividend withholding
and particularly the use of exemptions.

On March 1, 1962, the American Telephone & Telegraph common-
stock holders of corporate record were entitled to receive the payment
of a quarterly dividend of 90 cents per share to be remitted on April 2.

Obviously, on the payable date a broker Must credit each customer
holding A.T. & T. on his accounting books with a dividend of 90 cents
per share.

On the same day, April 2, the broker receives a check from American
Telephone & Telegraph which only in rare instances would equal the
amount p aid to the customers.

In order to create a balanced position, action prior to the payable
date is necessary. The broker has to do the following things: Prior
to the record date a major effort must be made in the home office and
branch offices of the broker to place all of the shares of American Tele-
pholne & Telegraph into the. broker's nominee name so that the divi-
dends will be collected on behltf of the customers holding A.T. & T.
shares with the broker.

No matter how determined this effort is, there are delays that pre-
vent some transfers from beino made. 'These delays cah be die to
mail delays and to-processing dilhlulties in the brokerage office-and at
the transfer agent.

Further, the broker is in a position of having to make an educated
guess as to whether certain stock cetrificates were processed in time
by the transfer agent in order to be in the broker's name by the record
date. Subsequlitly, all shares coming out of transfer are checked to
determine whether this educated guess was right or wrong. If trans-
fer was not made into the ntime of the broker in time, it -ften will be
necessary to make a "claim" on the registered holder as in the previous
illustration.

The home office operation of this step In involved, but it is not nearly
as diffidtflt as securing a report from the various branch offices by wire,
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providing the name of the registered holder of A.T. & T. stock held by
them on the record date.

Any delay in securing a prompt and accurate report means involved
work in reconstructing the situation that existed on a prior day.
Here, again, many of tIlese shares are registered in the name of indi-
viduals who have already sold the stock and are not entitled to receive
the dividend. The broker must collect this dividend in order to
balance the amount he has already paid to other customers.

In other cases, the individual registered holder of A.T. & T. is en-
titled to the dividend and the record must be so noted that he will
not receive two dividends-one at the broker's expense.

In summary, a broker may hold A.T. & T. shares on the record date
for an individual that couid .represent one of three situations:

1. A claim results from an individual who appears as a registered
owner on the corporation books but who in actuality is no longer the
owner, as in the case of the Oklahoma seller of 10 shares of American
Tel. & Tel.

2. The individual is entitled to a dividend but he will receive it
direct as a record owner on the company books. A broker must be
accurate and careful to avoid duplicating this payment.

3. rhe individual looks to the broker for dividend as the shares he
owns are held in the broker's name. In this instance, the broker must
be sure to avoid underpaying a customer.

High accuracy is essential because the money values being balanced
amount to millions of dollars, and any loss because of improper balanc-
ing or uncollectible claims becomes a very expensive current cost in
relation to the broker's capital funds.

In the case of my company, our capital funds of $90 million are
considered more than adequate by all Government and stock exchange
regulations, but our potential liability is also great, since each year
we process $200 million in customers' dividends.

On a single day, April 2,1962, we processed dividends in the amount
of $5,585,713. Obviously, even a, minute discrepancy represents an
amount of money that looms large in relation to other expenses and
the company capital. The proportional rate of expense would be the
same for any adequately financed broker and be more of a problem for
a smaller security company with less capital.

If this complex dividend equation, that I have just outlined, were
further complicated by a withholding system of exempt items being
treated at a 100-percent rate and nonexempt items at 80 percent of
the dividend rate, significant administrative problems would arise.
If exemptions were broader than they are in the present bill, operating
conditions would approach chaos. I think it appropriate at this point
that we give the drafters of this, bill considera-ble credit for having
limited the exemptions in the dividend area in recognition of problems
that would be created for brokers by broad exemptions.

The dividend withholding exemption at present apply only to
issuing corporations, and a broker is not required to handle such
exemptions.

As for bond interest, no exemptions are allowed except for bonds
with tax-free covenants, foreign bonds, and the constitutional exemp-
tion provided mtlnicipal. bonds. The interest on corporate bonds and
on VS. Treasury bonds is not exempt from the withholdinig features.
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The problems of the brokerage industry with the present limited ex-
emptions arise from the fact that certain certificates will be processed
in the general industry flow of securities that will be in the names of
individuals collecting dividends, in some instances, at the 80-percent
rate and in others at the 100-percent rate.

When a broker attempts to make, claims on some individuals to bal.
ance his dividend account, he will find that in some cases he will secure
100 percent of the dividend when he is only claiming 80 percent.

The reverse is also true. Again, he will find that he must become
involved as the withholding agent on the 20 percent. Exempt in-
dividuals will look to the broker for 100 percent collection on the
dividend. We will have to advise such customer that we can only
provide 80 percent of the dividend; and further inform the customer
that the 20 percent must be reclaimed from the Gov'rnment.

Obviously, if exemptions are broadened, the problems become far
more severe because a greater number of exempt dividends will be sub-
ject to claim and in the flow of securities in the workable supply
in the industry.

Frankly, we are uncomfortable in the position of stating that addi-
tional exemptions are unworkable. We all realize that social neces-
sity and fairness to many taxpayers would indicate broadened exemp-
t ions to prevent overwithholding.

It is the recommendation of the Association of Stock Exchange
Firms that in the dividend area, exemptions be completely eliminated
to solve the administrative problems. To accomplish the objective of
fairness, for the individual with a low-tax liability, we propose that
the bill be amended to provide for an immediate refund for over-
withheld individuals, for example, by application and certification at
the local post office. We feel this would be far more in keeping with
,the interest of millions of retired people who use their dividends as a
source of retirement income and, in fact, are apt to owe far less than
20 percent as a year-end tax liability, especially since individuals over
65 are entitled to double personal exemptions.

It should be remembered that the present generation of retired
people predates the era of widespread pension plans and the broadened
coverage of social security. It would seem especially unfair if the
provident individuals who have taken care of their retirement through
the systematic purchase of interest-and-dividend-producing invest-
ments should be deprived of any of their income, even for short periods
of time. It would seem unusual to us that Congress having accom-
modated the interest of older people by allowing double personal ex-
em options, would undercut this legislative consideration by excessive
withholding on dividend income.

Under the bill personal exemptions on dividends can only be used
by making a certifleation that during the following year the individual
will have no tax liability whatsoever. An individual who owes as
little as $2 in tax may find that all his dividends and interest are with-
held at the rate of 20 percent.

We recognize that dividend and interest withholding cannot be as
sensitive to individual exemptions and tax rates as the salary-
withholding system. An immediate refund would appear to be the
answer. Under immediate refunds, additional policing work by the
Treasury Department will be necessary if individuals claiming re-
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funds 1goss u1 on their returns and take credit for taxes already
refundeT' Such taxpayers' actions could result from either ignorance
or intent. Nevertheless, the policing problem, as the bill now reads
exists in two areas: (1) The validity of exemption certificates; (2)
the claims made on quarterly refunds.

There does not appear to be any need for the exemptions on in-
stitutions and charitable funds because the bill does provide them
with reasonably prompt relief by allowing a credit on withheld
dividends to be applied to their employee salary-withholding liability.
However, where the offset is inadequate, we propose that instant
refunds be made available to institutions and funds. Exemptions for
these institutions would be a particularly serious problem for the
securities industry, insofar as the funds and foundations very often
buy an(l sell large blocks of stock. The resulting claims would repre-
sent substantial amounts that the broker would have to recover in order
to balance his dividend account.

In summary, may I state that it is our view that the use of an im-
mediate refund in the dividend withholding area would result in two
major benefits:

1. A system more sensitive to the income and personal budget prob-
lems of overwithheld individuals.

2. The elimination of serious administrative problems that result
for our industry by the use of exemptions.

Mr. Chairman, I deeply appreciate the committee's courtesy in hear-
ing this testimony and I am ready with my associates for any questions
you may have. Thank you.

The CHAIRMAN. Mr. Saccardi, you have made a very strong state-
ment, in the opinion of the chairman, as to the complexities of the
withholding of dividends. I would like to ask you a few questions.

On page 3 you state that your company, which is one of the largest
brokerage companies in the country-

Mr. SACCARDL Yes, sir.
The CirAIRIMAN (continuing). Has approximately 14,000 common

and preferred stocks for your customers. Is that stock issued in the
names of the customers?

Mr. SACCAn)i. The overwhelming majority-probably 99 percent
of it-is held in our nominee names.

The CHAIIRMAN. Held in your name?
Mr. SACCARDI, In some instances we make exception to the general

policy and may hold certain stocks in the names of customers, for
example, for qualifying shares for directorships and that type of
situation and also in certain special instances.

The ChAIRMAX. What is the advantage of that practice?
Mr. SACCARDL Well, I think the easy way to explain it is that it

allowss us great latitude in the processing of business, because we can
keep shares in large denominations.

For example, we keep large denominations of American Telephone
& Telegraph. We have 10,000-share pieces in some instances, but I can
assure you we have very, very few customers that hold over 100 shares.
So if we didn't bulk this up in an overall position, unrelated, shall we
say, to an individual's accftht, on the securities side, we have specific
records showing exactly whiat the customer owns, and we are sub ec6t to
segregation regulations to make sure we do not give fully paid secu-
rities the same treatfit of a margin account that is not fully paid.
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This gives us great latitude, similar to a bank keeping money for
individuals.

The CHAIRMAN. I can see some advantage when the company sends
a check for that stock owned by others, but in your name. It is with-
held in your name; it is withheld from the dividend check that comes
to you?

Mr. SACCARDI. That is correct. We will have-
The CHAIRMAN. You have to distribute that proportionately to the

stock that you hold for your different customers. You think it is dif-
ficult to arrive at the correct amount; you indicate that in your
statement. "

Mr. SACCARDI. If we were able to get all of the shares in our name
on the record date, there obviously would be a very small problem.
But this is virtually impossible in view of time factors and processing
delays, and this opens up the problem of making the claims at dif-
ferent rates.

The CHAIRMAN. I know you have studied this. I wish you would
state clearly the exemptions. What are the exemptions in the House
bill, and how are they

Mr. SACCARDI. Well, the exemptions that I have listed here and be-
lieve to be correct are that if the exemptions were broader than they
are in the present bill, operating con editions would approach chaos.
And further on I give the dividend withholding exemptions which
apply presently only to issuing corporations, anti a broker is not re-
qui red to han(l le such exemptions.

As for bond interest, no exemptions are allowed, except for bonds
with tax-free covenants, foreign bonds, and the constitutional exemp-
tion provided municipal bonds. The interest on corporate bonds and
U.S. Treasury bonds is not exempt from withholding features. Is that
the summary that the chairman wished?

The CHAIRM.AN. Then there is an exemption certificate applied for by
the owner of the stock, I assume. Is the certificate issued by the In-
ternal Revenue as to a certain person who would not be subject to with-
holding?

Mr. SACCARDT. That is correct, if he can certify he will have no tax
liability whatsoever in the coming year.

The CHtAIRMAN. I assume that can be checked by the Internal Reve-
nue later on.

Mr. SACCAJDL I would say so.
The ChATRMANT. That would create additional work. I don't un-

derstand exactly what you mean by "immediate refund."
Mr. SACCARDi. Well, the use of an exemption automatically means

that in order to create a balanced dividend position we are treating
some items on an 80-percent and some of a 100-percent basis. Now,
if this were broadened by the exemption, then we would have great
difficulty in handling it, aind we feel that tie immediate refund from
the individual standpoint comes very close to an exemption. It elimi-
nates quite a. considerable problem for the individual having a delay
in securing his quarterly refund, or in the case of an exemption, an
individual may be on a 5-percent tax rate. He can't honestly elahix an
exemption certificate. This represents an overwitliheld position.

The CHTATRM-AN. Suppose a stockholder gets a dividend of $100 from
which 20 percent is withheld. You say that you favor an inviit1diate
refund. What do ydu mean by that?
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Mr. SACCARDI. Well, we suggest in the statement here that it be
processed at some convenient facility such as, say, the post office. It is
familiar with handling money, is convenient, and it could verify the

claim. I would say that the individual would state he was the owner
of 50 shares of General Motors, and on such and such record date and
payable date the amount was withheld. He would make a certification
or claim that he will not have a liability as a result of the recovery of
this money, and this would allow him to secure the funds in a prompt
way. Any other wy that would be prompt, I would say, would be

suitable. The post olce-
The CIAIIMAN. It isn't clear to me as to how the immediate refund

is made. Suppose there is $20 withheld under the proposed withhold-n plan.tr. SACCARD1 On the payable date--

The CHAMMAN. You say that that should be an immediate refund
on the assumption that their tax bracket is such that they are not
subject to income taxes.

Mr. SACOARDT. Well, this-I follow the Chairman-
The CHAMAN.M Maybe I am confusing it.
Mr. SACCARID. I follow the Chairman's point. It is possible that

the individual would be claiming all refunds when actually he does
have some tax liability.

The CHAMMAN. The individual can get a tax exemption, can he
not? What is the difference between that and immediate refund?

Mr. SACCARDI. I think the immediate refund is more sensitive to the
individual's requirements.

The CHAIWMAN. Does the immediate refund mean that the Treasury
sends a refund check immediately, or on a quarterly basis or what?

Mr. SACCARnW. Our suggestion here is it would be done through the
post office, which is familiar with handling funds, and in many
cases-

The IAIRMAX. I am interested in your suggestion because I think
there are a lot of complexities in this refund question, especially on
interest and on dividends. What machinery would be necessary to
accomplish this?

Mr. SACCARDI. I can honestly state that I couldn't answer that.
The CHAIRMAN. I would like to know exactly what you mean by

"immediate refund" in the operation of it. Give me a sample of it.
Mr. SAcCnVr. Well, an individual with either no tax liability or

rather a low one-
The CHAMMAN. Well, no tax liability in his own estimation?
Mr. SACCARDI. Correct, sir.
The provision of the exemption is what causes quite a problem

for us in processing the administrative aspect of our business, but if
we have the immediate refind the individual gets his money without
the need of complicating the clearance of securities and the claimifig
of dividends.

Senator WIrLIAMS. As I understand, if you will yield, you are
siggesting a refund principle rather than an exemption?

0r. SACCARWI. Yes, Senator. I
The CHAMMA. That wouldn't apply to all holders of stock, wiuldit?
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In other words, if they are in the 20-percent tax pay the 20 percent
they would have to pay it in a regular income tax return then, oi
course, there wouldn't be any refund.

Mr. SACOAnDi. That is correct. But let's say-
The CHAIRMAN. You are referring only to those that will not pay

taxes to the extent of 20 percent?
Mr. SACCA,DI. This would be partly contingent, as I see it on the

number-
The CHAIRMAN. Explain the actual operation of your plan.
Mr. SACCARDI. In summary may I state that it is our view the use

of the immediate refund in the dividend withholding area would
result in two major benefits:

(1) A system more sensitive to the income and personal budget
problems of overwithheld individuals.

(2) The elimination of serious administrative problems that result
for our industry by the use of exemptions.

The CHAIRMAN. Give me an example.
Mr. SACoARDI. Well, let's say that a stockholder owns five securities,

which we find is a typical figure among our accounts, which repre-
sent diversification. This, in most cases, represents 20 dividends a
year.

The individual, if he had no tax liability whatsoever, could make
an immediate refund claim on the payable date for each of the divi-
dends. If perhaps, his tax liability was half, he would then be in
position o# claiming those that would create a correct withheld posi-
tion as far as he could estimate, or as far as he wished to correct in
his quarterly estimate of tax.

This could be incorporated Into the form. I think we think of one
dividend. It is hard to imagine how we could apply it, but if we visual-
ize that individuals usually have different stocks, then its application
is closer.
The CHAIRMAN. Then the individual determines the amount of the

refund rather than the Internal Revenue?
Mr. SACCARDi. That is correct, Senator.
The CHAIRMAN. Wouldn't that lead to still further confusion be-

cause the individual has the riglt now to get an exemption by filing an
exemption certificate. I am disturbed about your plan because the
amount of the refund is determined by the individual. He may under-
estimate his income.

Mr. SACCARII. Well, in this instance, there are many individuals
who would fail to file a return-who, I doubt, would present a fraudu-
lent or inaccurate statement. This was our thinking, that in many
cases an individual may forget a return, will have to make an overt act.

The CHAMRMAN. The point I make is the individual can get an
exemption certificate. Isn't that about the same as this immediate
refund?
What is t he difference?
Mr. SACCARDT. Wiell, the real difference is that we have looked at

otur own admntnistrative problem, and we' feel that the administrative
problem with exemptions is very real because of the dividend proc-
essing, and our own discussion was such that we felt that the im-
mediate refund would be more sensitive to the individual needs as
I havebutlited-
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The CIAIRMAN. Is your suggestion offered as a substitution for the
exemption certificate plan?

Mr. SAUCARDI. Yes, sir; the substitution, the elimination of the ex-
emption in point 2.

The CIAT1MAN. In other words the stockholder would determine
for himself whether he has a tax to pay, is that right?

Mr. SACOARDI. Yes, Senator.
The CHAIRMmAN. But then the withholding had already occurred,

hadn't it?
Mr. SACCARD. Yes.
The C1IrAtIAN. The exemption certificate is recorded with the'

company that issues the stock and exempts that particular person from
the withholding tax. Is that right?

Mr. SACCATIDI. That is correct.
We feel that those individuals have a need-who have a need-will

seek immediate refunds. It is doubtful that the average individual
will go through the trouble of claiming every $20 or $30 withheld, and
will probably, where the money is of no particular significance to him,
wait for a quarterly readjustment of his figure.

The CHIAI 3MAN. I agree with you on that; but it still is not clear to
me the difference between an "immediate" refund and asking for a
certificate which prevents the withholding by the company that issues
the checks.

Mr. SACCARDr. With the Senator's permission, I would like to see
if maybe one of my associates here might clarify it.

The CITAIR3AN. I am deeply interested in it because I can see tre-
mendous complexities about it and I want to understand it and I
haven't heard before the suggestion of an "immediate" refund, I just
don't know what it means.

Mr. SACCARDI. Perhaps, Mr. Speicher can assist in it.
Mr. SirciiER. Mr. Chairman, the idea of an immediate refund

doesn't mean within 5 minutes, but rather a few days for processing, if
necessary.

The CHAIRMAN. Wait a minute.
Let's start with the withholding. The withholding has occurred.
Mr. SPtcHEIRI. No.
Mr. Chairman, if we had what we had in mind we would eliminate

the exemption certificate first.
The ChAIRM N. That wasn't clear.
Mr. SPEICHER. That is what Mr. Saccardi has in mind, the elimi-

nation of the exemption certificate first.
The CiHAIMAN. How is A.T. & T., for example, to know-when

they send out a check for dividends-whether there should be with-
holding or not on that partionflar check?

Mr. SPECHER. Well, our idea is that it should have withholding on
all items to all stockholders rather than an exemption.

The CIIAIRMAN. Then how are you going to get the refund exceptby the method that they outlined in the bill ivhch I think is once in
3 ninths, isn't that what they propose?

Mr. SPEITUER. Once every 3 months, sir.
The C AtIR AN. Then you. wafit to make it immediate.
Mr. SIE rCIR. Rather faster than the outlind repayment; yes, sir.
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The CHAIRMAN. What is immediate? It must be, if you write it
into law you have to define "immediate." Would it be 10 days, 30 days,
or what?

Mr. SPEICHER. We thought if the individual went to the post office,
or to the Internal Revenue office, or some similar governmental organi-
zation, and presented his claim-which would clearly show his social
security number or his tax identiflcation number, and the dividend on
which withholdings had been made--that lie would then sign his name,
identify himself properly, and the post office would either immediately
refund to him or within several days send a check to his house.

The CHAITRAN. Then all that would have to be checked -by some-
body, would it?

Mr. SrPaciint. Eventually it would, yes. But we believe this could
be centralized tinder this new ADP, and all of these pieces of paper
would come together in the Treasury Department's files, and then they
would have to cull through them and eventually see that they are either
correct or incorrect.

The CHARMAN. The only justification for paperwork involved in
withholding of interest and dividends is tie fact that a great deal of
income is ecaping taxation. There would be no other justification of
this because it's going to be a vast cost, in my judgment, to the corpo-
rations. It is going to be a great cost to the Government checking on
all these refunds and so forth.

In your judgment, how much of the dividend income escapes taxa-
tion as of today? Of course, every company is required to report the
payment of all dividends to the Treasury. I have been hopeful that
this number system, that this committee was instrumental in having
adopted by the Senate, could be so worked out so as to avoid the com-
plexities of withholding tax on dividends and interest because if that
could be done it would be a great saving to everybody concerned pro-
viding that if it brought in the collections which are now escaping
taxation.

Personally, I feel there is a greater tax loss on interest income than
there is on dividend income, because the Treasury has the informa-
tional reports on dividends paid. And if the numbering system works
accurately, as I understand it, it consolidates under one number, the
income of one individual, which would automatically determine his
total income.

Is that right or not?
Mr. SPEICIHR. I understand so, too, Mr. Chairman.
The CHAIMAN,. That is the theory of it.
Do you think dividends to any large degree are escaping taxation

now?
Mr. SPnromR. We are not usually in position to see how much of it

can escape. We report to the Treasury the amount of dividends for
each of our customers.

The CHAIRMAN. Your co6mtpanies get how mfih in dividends?
Mr. SPtiCHFm. Mr. Saccardi's company gets aboutt $200 million in a

year.
The CHAIRMAN. Is that reported in the names i ifidividoals to the

Ithtdinnl Revenue?
Mr. SPEIC1HE. Yes, sir; and the law now requires that we incltide

the social secttIity number, the law passed last year.
82100-02-pt. 5-25
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The CHAIRMAN. The social security number?
Mr. SACCAIDI. With the report to the Government of the in-

dividual's name.
The CIIAIRMAN. Mr. Stai says the law requires only amounts over

$10 to be reported.
Is that correct?
Mr. STAm. The information returns.
The CHAIRMAN. Information returns over $10.
Mr. SACCA1tDI. It is far simpler for us to make a full report, be-

cause this $10 represents a cumulative cutoff and I think it is the prac-
tice of industry generally to make a complete report because of the.
simplicity. It is a cumulative figure, and you never know whether to
accumulate it because you may run over the $10 at the end of the
year.

The CJATIIAN. I repeat that if there is a large amount, what is the
amount that they claim?

Mr. STAM. $88 million.
The CHAIRMAN. It is approximately $800 million covering both

-dividends and interest.
Do you have any thoughts as to how that loss would be prevented

-Vithout the withholding?
Mr. SACCARDI. With the chairman's permission, I think that Mr.

Eustis can give some general comments on the position that we have
in the area of the principle of withholding. I don't feel I have been
authorized to talk about the principle.

The CHAIRMAN. From my standpoint I repeat the withholding
is only justified in order to make to make tax collections which we
cannot make otherwise by reason of the alleged diversion of the pay-
ment of dividends and interest.

Isn't that a fair statement?
Mr. SACCARDI. Our organization, in some respects, has, shall we say

-different opinions on the general overall question of withholding as a
matter of policy. But we stand united on the administrative policy.

The CHAIRMAN. A great many people in my judgment would wel-
,come the withholding, those that do not need the income currently,
and actually have to pay the tax.

Take my case. I would welcome the withholding for myself, but
what I am concerned about are those large numbers of people that
will not pay the 20 percent or pay any tax at all, who, because of the
withholding tax, would be denied the use of their money for a certain
time. I understand the Treasury plan is to make the refunds every
3 months, yet that is going to be difficult, in my opinion, because the
income varies in the quarters, and you pay your tax on an annual
basis.

Therefore, it may be that the refund for the first three quraters
will be proper, but the fourth quarter may be entirely out of line.
As you menti6ed in you statetfit, there are a great many more
dividends paid in December than any other part of the year. If you
inke it on mn annual basis it is possible there wouldn't be a refilid
but w6tfldbe a refnd, on a quifirteorly basis, in certain quarters. Isn't11h0, rip'ht ?

Mr. SA&CA TD. That is right. The q0Mterly refutid is obviously the
means probably fflfttiy or mobst people wouldf'use at least in somequar-
ters. At least with the itnhitdinte refind we do have a. remedy for
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the people who have a real hardship because their money is being
withlied.

The CHAIRMAN. Your immediate refund proposition is not to have
a certificate issued by the Internal Revenue but it is to have the tax-
payer go to the Post Office and say, "I will not pay any tax and this
has been deducted." For example if they have a dividend of a thou-
sand dollars, the withholding tax would be $200 and the taxpayer
would say: "I want you to give me in cash $200 just on my word." Is
that right?

Mr. SACCAIDI. Immediate would mean that or any reasonable time
after. I don't think we are knowledgeable of what their problems
would be.

The CHAIRMAN. With all justice to you, I don't think that it is log-
ical to permit an individual to go to the post office and say: "Here, I
have had this withholding from my dividend check but that is not cor-
rect and I want you to give me this money back." Again I go back
to the fact that the final income tax payment of a taxpayer is on a
yearly basis, not on a daily basis, not on an immediate basis, as you say
here. The income he receives is taxable for the entire 12 months,
isn't that right?

Mr. SACCAnDi. That is correct.
The CHAIR-MAN. How would that work out when you permit a stock-

holder to go and collect from the post office the amount withheld for
quarterly taxesV It has nothing to do with the internal revenue,
nothing to do with taxes, that I have ever heard of.

The post office would need hundreds of tax experts, I reckon in addi-
tion to I don't know how many thousands of postal employees they
already have. A special appropriation would be needed because the
post office operates on a segregated basis by reason of the postage re-
turns and so forth. So what you would have would be internal revenue
agents in every post office. Certainly a clerk of the post office ought
not be permitted to refund money which would have to be appropri-
ated separately from the Post Office appropriations, and give it to
anybody who comes up and says: "I want it. I deserve it."
Mr. SACCARDI. This was given as a suggestion, and it occurred to us

to our mind logically because we figured it is a ready source of funds
to individuals, but any sort of system that would return the money
a lot more rapidly. W

T e CHAIRMAN. With all respect to you, and I do respect you, I
think this turning over to the post office the responsibility of making
such'refunds is not logical. The post office has nothing to do with
the question of collecting taxes, so you would have to build up an-
other department within the post office to do that and that would be
just one more-department of the Government.

I don't know how many we have now. It is impossible to keep
track of them. Anyway, what the Treasury says is we lost $500
million in interest and $350 million in dividends, and this withhold-
ihg plan will close that gap, so to speak.

The only thing I am concerned about is whether the nitmbering
business which I would have much more faith in than the plan you
have suggested, can be made operative in time to make these tax col-
lections so that we would not have to resort to this very complex and
diffihilt matter of having the withholding and then making the re-
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funds and avoid doing an injustice to people who live on a very
limited income from stocks. As I said, somebody with $200 would
depend on that for a living. If $40 is taken off and they don't get a
refund quickly it might be a great hardship to them. I never heard
of this suggestion before, I can't conceive that Congress is going to pass
a law whereby anybody could go to a post office and say: "Here I have
had $40 with(ld from my check and now I want you to give me the
$40." They couldn't even identify the people. They wouldn't have
any means to do that.

Am I right or wrong?
Mr. SACCAnDI. That could be. I feel that the basis of the claim

would be largely a verification, as I would visualize it.
In other words, an individual presents himself, he could present a

social security number for correct copying of the number, and then
this would tie in with the automatic processing systems.

That was the thought: At some convenient place he would prepare
this claim-

The CI[AIRMAN. The stockholder would have to prove to the post
office clerk that he owned the stock, that a certain amount had been
withheld and that a refund was due. I just don't see how it can work.

Mr. SAcAUr. There would be a pol icing problem, admittedly.
The CHAIRMAN. I think that would add to the complexities of the

whole business. It is bad enough as it is. But your plan would let
them go to the post office and on their own volition without getting
any statement from the lnteri'al Revenue, collet money from the
Treasury. That just wouldn't work in my opinion.

Senator Douglas.
Senator DoU0rAS. Mr. Saccardi, I regret I was not able to come to

the hearing earlier to hear your main testimony because I have been
busy dealing with mail on th'e withholding provision. I received 5,000
letters on kIonday protesting against the withholding provisions,.
2,000 letters yesterday, and a pre'liminary count indicates we have
received approximately 2,000 this morning, but the mail is not-

The CHAIRMAN. I would say to the Senator of Illinois, as chairman
of this committee, I have exceeded his numbers. [Laughter.]

The CHAIRMAN. I have had to get special clerks in my office to
open up the mail.

Senator DOUGLAS. We estimate by the end of today we will have
over 10,000 letters. We have made a sampling of these letters. By
sampling every 50th letter approximately, in a very large proportion
of the cases, I would say perhaps from a third to a half, the people
who write speak of this as a new tax, and complain that Congress is
imposig a new tax on them.

Iey give every evidence of thinking that while wages and salaries
may be taxed as income, that dividends and interest are not taxed asincome.

Of coirse, this is not correct, and it indicates that these people have
in the past not paid the tax, and that tliey have either avoided or
evaded the tax. And I believe there are so6e figures somewhet'e indi-
catilg tlaft the perceittge of evasion seems to be greater for those with
over $15,000of income a year than those utider $5,000. I believe. the,Tr'eastu'yhas such figures.
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As I hastily read your statement, and I agree with the Senator
from Virginia that your remedy is far too complicated, but as I hastily
read your statement, it seems to me you were centering your objec-
tions more against the exemptions irom withholding than against
the withholding principle itself. And I wanted to ask whether that
impression of mine is correct, or whether it is a result of the fact that
I was not able to give your statement the attention it deserved.

Mr. SACCAnDI. That is correct Senator. We felt we were authorized
by our membership to talk solely in the area of administrative prob-
lems which we are all united in as being a very, very serious problem.

Senator DOUOLAS. And your problem would be simpler if there were
not exemptions.

All. SACCARDI. That is right.
We also recognize, as you do and by your mail as well, that this

represents in many cases a real problem.
Now, I think some of the individuals that you referred to in that

one-third category may be over-withheld individiuals, who just ob-
ject to paying 20 percent on a withholding, or maybe their tax lia-
bility is 5 or 6 percent. And this could be the nature of the com-
plaint.

Senator DOUOLAS. Of course, you know that the original bill, which
the administration submitted to the House last year, did not provide
for these exemptions-it provided for a straight 20 percent withhold-
lllnr

f2he exemptions were only put in at the plea, in many cases of
financial interests who said that the old, the young, the nonprofit insti-
tutions, should be exempt. You realize that, don't you?

Mr. SACCARDI. Yes, Senator.
Senator DouGLAS. So what you are really saying is that the admin-

istration was more correct than the critics. Isn't thsit true on this
point? I know that comes hard. [Laughter.]

Isn't that true?
Mr. SACCARDI. I think we see the problem and that is one reason we

came up to what the Senator appears difficult-
Senator DouGLAS. And the administration was more correct in the

beginning than the critics.
Mr. SACCAnDI. But only, I would say, purely in the administrative

and mechainical area.
Senator DoUGLAS. I understand.
Mr. SACCARDI. But we, as I say in my statement, we feel very un-

comfortable criticizing the exemptions because if anything the ex-
emption is not that sensitive to the people's needs. You would have
no tax whatsoever in order to claim an exemption, yet the withholding
rate is 20 percent.

Senator DOUVLAs. Now, just a minute, people who receive-dividends
and ifiterest have higher incomes than those who receive wages and
salaries.

Mr. SAccAunD. I am not sure.
Senator DOVULAS. Ol, Mr. Saccardi, you know that is true. That

recipients, the statistics of income published by the Treasury Depart-
mneft, are just literally full of flgfires year after year showing that
that is true.

Mr. SACOAIID. I thiifik theit is true, Senttor generally, buit there are
certainly a large nuifibor-
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Senator Douo.is. Of course, there are exceptions. And a much
larger proportion of recipients of wages have less than $1,200 or less
than $2,400 a year, than the recipients of dividends and interest.

Yet there is withholding on wages and salaries, and they get a
refund only once a year. Only once a year. We are providing
quarterly refunds for those who receive dividends and interest.

Mr. SACOARDI. I follow what the Senator states there, but I do feel
there is a very large number of individuals who really have a relatively
small tax liability who have dividends. We have made surveys in
our company and found that our average customer has an income of
$7,000 a year.

Senator DOUOLAS. That is above the income of the wage earner.
You represent Merril Lynch, Pierce?

Mr. SACCARDi. Fenner & Smith.
Senator DoUGLAS. And Ungeleider, in other words, "We, the

people." I can't get it all, I believe Smith has come into the picture.
Mr. SACCAnni. That is correct.
Senator DOUGLAS. A very good firm, I may say.
Mr. SACCAnD. Thank you, sir.
Senator DOUGLAS. Well, you probably have a lower income group

of patrons than the ordinary brokerage houses because you have gone
into the mass distribution of securities. I would doubt if the de-
positors from Morgan Stanley & Co. would have as low an average
1s $7,000.

Is that true?
Mr. SACCARDI. That is right. But we have a goodly number, a total

of 600,000 customers.
Senator DOUGLAS. I understand. You have gone into this, and I

think it is a fine thing you have done and are doing more than any
other firm in the country. This is not a commercial plug-but you
have gone in for the sale of securities to moderate-income folk, isn't
that true?

Mr. SAccARD. I believe that is correct.
Senator DOUGLAs. That is true, so that your sample is not a fair

one. Even though it shows an average income of $7,000, whereas the
average weekly earnings of workers are, I suppose, around $90 a week.
Assuming 50 weeks of employment during the year this is $4,500 of
income during the year.

If there were not these exemptions do you think you could lick the
problem of the 20 percent withholding?

Mr. SACCARDI. If there were not the exemptions.
Senator DOUGLAS. If there were not the exemptions for the young,

the old and the nonprofit institutions, could you lick it?
Mr. S^CAobi. From our administrative problem standpoint?
Senator DOUGLAS. Yes, just from an a dininistrative standpoint.
Mr. SACCAROT. Yes, but it would not solve the problem.
Senator DOUGLAS. But you could lick it?
Mr. SACCARDX. Yes, it is for us but it is rather a selfish answer.
Senator DOUGLAS. I am very glad you said that because you have

given us the best testimony and most honest testimony in favor of
eliminiating the exemptions we have..

I want to thaik you, Mr. Saccardia, and Merrill Lynch Fenner,
Ben Ungeleidor & Smith. It increases my regard for the irm ,

M

2044



REVENUE ACT OF 1962

Mr. SACOARi. Thank you.
The CHAIRMAN. I would just like to say he said some of tile letters

thought it was an increase in taxes; I have had samples taken of the
enormous mail I have received and not much mention is made of that,
but unless these refunds are made promptly, there will be an increase
in taxation for some, for instance two people above 65, who have an
exemption of $2,400. It may be that is al the income would be, yet
they would have 20 percent taken off the $2,400 and if they don't get
that 20 percent back, then it will be an increitse in taxation to them,
of course.

Now, they pay no taxes assuming they are over 65, and their income
is $2,400, isn't that correct?

Mr. SACCARDI. That is correct.
The CHAIRMAV. So it is readily and easily possible by reason of

the complexities of this refund that there will be an increase in taxes
on the people who are least able to bear it.

Mr. SACCAnDI. That is correct.
The CIrRMAN. I think that is the point that disturbs me very

much, and I am hoping that in some way, somehow, that this number-
ing system can be worked out and I believe in the end it can be worked
out. Whether it can be worked out in a year or 2 years I don't know.
But if you can consolidate all of your income by this computation of
these numbering machines that gives to the Internal Revenue all the
information necessary to see whether your returns are correctly re-
ported or not.

Mr. SACCAiDr. It certainly appears so. It would give complete
reports now and the law could be amended to include it.

Senator Williams?
Senator WILLIA.MS. Mr. Saccardi, a suggestion has been made that

withholding on dividends would work the same as the withholding
provision on wages. There would be this difference, however, would
there not? An employee can list his dependents with his-employer,
and claim his deductions and if he is not eligible for any tax there is
no withholding in that instance. Therefore, while you might say
it is not a refund, he never pays the tax in the beginning.

Mr. SACCARDI. That is correct.
Senator WILLIAMS. I don't know of any way you could write a simi-

lar provision in this bill either, under the House proposal or under
your formula.

Now, in connection with your prepared statement, you suggest you
have 14,000 different common and preferred stocks upon whih 45,590
dividend payments were made in 1961.

Now, under the present law, how do you handle those dividend pay-
ments primarily? Do you credit those to your customers' accounts?

Mr. SACCA1ItI. Correct.
Senator WLT uAis. Rather than mail them a check?
Mr. SACOAMLu. Yes.
Senator W ILIAMS. Do you file an information return with the

Treasury Department on the amouftt which is credited to each indi-
vidual customer's aount?

Mr. SACOA"DI. Yes, Senator.
Senator WriAMS. That is ified in the Internal RevenueI
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Mr'. smc.)i . 'Y'S,, aII ii p'ovision of t ih lm, l 10w e'1VisiOls the
s(HiZll mIwiiiltl %. well, it il ri lItI ions atre being Workt'(l oil ats to Nvlll
it will ",lnillnel,. It is lrel l, the 1lw, lt regulations are to be
(,slldilied i'ol' pimvidlli llle ilifo'iiitifion.

S1'tu111or. W'i1 . Ilner exist lig l111% tile '1'reaslury Departmnent
(lIms get lJ'OiiJt ill foil'itilonl onll of t he dividends Or interest which
is I','iv ed in I I customers' Ilt''Olils fin credited to thatl, aecolt ?

Mi'. S-.v',iuu, ''hlit is the l'Iioice of 1o110. of them. As was pointed
olit liftn iw% onep of tile stol fl' members, the law%(1does not, require that,
bit I t Ii il alinlost (every brioker thalt I knfow does so ats at iualtter of
sivvllli(,ity.
SIi(l. ll'i, 'lie law does roeflire t hat you report all

illlliflt S ill 4XC'ilS,. of '1?
Mi'. s.t'( 't. 'hl at is vo''P'et.
Sielliltor WVIml., As i latter of practice You report. Ircltically

fill of them?
,Mr. ,\'.,lll All of them, even if it is 2 cents, are reported because

it is i1icl('h silerll' to provide ti('h a I'Opo't than it, is to try to keep
the illfilintion of liv other basis.

Seiltoi' WiTii,,ms. I think you have, made il excelleit statement,
liert, ili pointing olit sonic of tile complexities of tile provisions ill tie
I rouse hill, altitough I must say T agree somewhat with the clllirmll
lnt t h alt native plan whilh you suggested may ho equally complex.

,hist. si ppolse for i moment, thoril, wef adopted you' plin Il lieu
of Malnle exempt ills in tle beginning' that there 'o uld ie no exemp.
I ionls of these (ivi(lends paid diretly to each recipient or (e, ll stoekc.
holder. I f I we r to go to the llO. offind en hdil i refund oil oa dlvi-
deid whielh I had r'eived ia coluple of days before, how ('old( I l'ove
lie lmouit. of thit. dividend?

Would I liuive to preselint 1in1der your plani1 the (lividildd check?
11o1lli the vlerk of tel poSt. olliM h'1 to take the number and name
ifid description, oi co I just go hito tho post, office tinder that l))nil
ni(d s ity reeiv dt elae(k forl $40 -from tile American Telephone &

Telegraph Co., ald $10 Ias been withheld and I wntnt $10. Would
ol'il not live to have Some proof sonewhereo of the all nilitL thnt yol

lad l received, an ideintifleation of the individual as well as the estal)ish.
mint. of i refunding system or another agency to nein those refunds?

Mu[1', SA('VART. 84t t1'), I lileve y'ou hnve coine ip with nit excellent
suggestion there of presenting tle Avidlend eheck as evidence of with-
holding. Most of theRe will 'indieatoon flie cleck that, 20 percent has
beeni withheld unler the law, I would Say aiiy issiing lgent is goil g to
ielude thnt. If there were o exemptions, then obviously everyone
vonild bo is-suing Such R hlieek. This is a l)'actical ihiustritlon of how

the information ('all he, funneled into Internal Revenue. If they pre-
slfiteed the elieck, their social security number, this vouid seem to, ls I
thi~.vou Rle siggeSting, seem to tI ini directly with the methods of
hI machine iiittlling n oii tile individual's report from the corpora-

tions alld Ourselves with his evidence of a eheck.
Selitol wmmitms. But, is I Say, T syinl mrhize witih your problem

and the collplexi ties of the presen. plan. y am it at nll Sure thlat the
llunllit~ig ,sysehl whleh we apl roved last, year won't. do the job. As-
.4unign thnt I go to tho )ost. office, and it, is a lai'ge city where' it would
1)e physienlly impossible for tile postmaster or th employees in the
post. oce to identify ine as an indivdunl,

210-16



IREVENU1, ACT OF 1002

I preSeot, mvxclf to tiis ixost, office with my social security number,
and with my check. I wou d then collect my reftmid unllder your plan;
is that correct?

Mr. ,"ACCA DI. As you have exten(led it so well, yes.
Senator WILLIA3MS. But I would then (lepart wtith my check, my re-

f11d, tmy social security mniber. What would hinder 11e from, i1
collspiracy with another individual, going into another post office and
collectii another refund ? There are several branch offices in t city.

WoUtrhero not. be, under that, plan, it possibility for someone who
wished to develop it racket, to collect it refund 'from each branch
office in thecity?

Mr. SAccARDL This has possibilities, but I think it is the samie with
II exemptions certificate.

An individual may file an exemption certificate fraudulently.
Senator WILMMS. Yot point ted out.-
Mr. TAChAI. That is a good question.
Se',nator WILLIAMs. You pointed out some excellent reasons why the

l).rtsitt 1)ill may be somew hat complex. I concede that,.
But, speaking of your own plan, we wouldn't want to substitute a

cottiplex plan with another one that may be equally complex, and I
ain wondering if, under this plan of yours it wouldn't be possible for
nil individual to take one $40 check and collect 30 or 40 refunds before

lie could ever be picked up.
Mr. SAM-Aiini. It, may be that some notation (,o0l be put on the

check indicating that one itom had been processed. T) is is some-
'1hIe (HlAIRMAN. PItt on what?

Mr. SAcuAmn. A notation could be placed on the check that one
clim i had been filed so that when any effort was made-

TMhe (HATH-IAN. How are you going to Identify the individual?
How do you know it is Jim Smith or John ,Jones ?

Mr. SACCArDL, I think the social security number would give reat-
sonablh assurance. I don't think we could come up with a complete
system.

The CI AIIMAN. Y ou could pass that number all atrond.
Mr. SAccAP91. I feel under the lesenlt system manY people are not

declaring income as they should, and are not payingti te proper taxes.
They just are not doing anything. They should be paying and they
are not. Under this system, t least the average|person would be
pretty hesitant about, duplicating claims against tI Government when

Slilas to sign his name and give some evidence of what proof lie has.
I grant you the possibility of mistaken identity or incorrect identity
exists, but I would say in almost any policing problem we would have
that.

Senlittor WVLMlIrAMS. Again, I recognize the difficulties that would be
experienced under the provisions of the House bill and I was not find-
ing fault with your proposed plan on that basis.

But I thought it. would be well to point out that there would be
problems presented to the Government. in connection with the plan
you suggest.

To go back a, moment to the House bill and assume that the House
bill became law in the manner in which it is presently before us. Just
let's proceed on that assumption for the moment. On a Government
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bond, the interest would be withheld by the U.S. Government on the
amount of interest due on that bond, would it not I

Mr. SACOApi. Right.
Senator WILLIAMS. And we will assume that it is a $1,000 Govern-

ment coupon bond. Those coupons would then be worth, when cashed
at the bank, 80 percent of the present face value.

Mr. SACOARDI. That is correct.
Senator WILLIAMS. Now, we will assume for the moment a Govern.

ment bond issue, a 4-percent Government bond with the interest dates
of January 1 and July 1, semiannually. Suppose I, as an individual,,
were to buy a $5,000 4-percent Government bond from you on June 25.
Interest is not due until July 1.

The coupon as I understand it must remain with the bond as you
deliver it to me. Where is the interest withheld on that coupon?
How would you bill that bond to your customer?

We will assume the bond is selling at par. Under the provisions of
the House bill would you have to add on t{, appr~ximate $200 interest
to the bill as you presented that bond to me i

Mr. SACOAnD. We have discussed that some. In this area where
there are no exemptions, what would happen here is whenever there
is a transaction between the Interest date, as you are suggesting here,
the interest on the coupon is primarily that of the former owner, the
man who held it for the 5 months plus.

Senator WILLIAwS. Yes.
Mr. SACoARDi. In the case of a coupon bond, the coupon does not

become cash until it is presented via the banking system.
Actually the collection is very similar to a check; it goes through

the same collection system, and at that time the apent would only
pay 80 percent. So in the meantime, in any transction It would Just
be as though there was a brand new coupon on the bond. All trans-
actions would take place figurine out the interest owed buyer to
seller on an 80-percent basis during the whole period, so the effect
would be the same as though the bond had been chiangea and reduced
20 percent, and the buyer and seller would remit interest to one another
based upon whether the buyer was entitled to 8 months, and the seller
8 months, on an 80-percent basis.

Senator WnLLIAmS. That is the question.
Let us suppose the bond changes hnnds on April 1, which is halfway

between. The interest would b $50 for the old owner and $50 for
the new owner on July 1 in that instance.

Mr. SACUAmI. That is right.
Senator WILLIAMS. You would bill the new customer for the price

of the bond and the $50 interest, minus the 20 percent, is that correct!
Mr. SACCARDI. That is correct) Senator,
Senator WULIAMS. I was wondering how you would handle that

particular situation.
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Mr. SACCARIW. We looked into that and we felt there would be more
problems in this area than in the other but, as you probably know,
in the case of the bond area the exemptions have not beenprovided.

May I volunteer something in this area which may clan fy it?
We have been thinking of various investors, I think, as being com-

partmentalized-an average investor who makes all his money in
interest or luts it all in stocks and interest. I think the typical
investor has some money in interest, probably owns some U.S. Treas-
ury bonds, may own some series E, and he may also own some pre-
ferred, or common stock.

This is the recommendation of many investment firms, that a
balanced portfolio is a sound thing. You see, under this bill he is
treated in a rather fragmented way. In his ownership of Treasury
bonds he is not allowed an exemption certificate, even though he has
no tax liability. Howevo e- , dividends, he is allowed a
tax liability, an exem r on certificate, becau se..ere a provision has
been made. So I e ook at the typical indlvidu having a diversity
of income and dend-producingi securities and im ents, we find
the law tend o handle one way o tance and e in another,
oven where e individual ota eiabil.

Senator JLLMS. It e re onI as d this other uestlon is,
it has be raised t er ia s it i as , taken care of nder the
provlsio s of the b ti i thatni allocate of the
Interest n the situation-~l eso 'ed w tld be taken care of
tinder t e provisions of the

Mr, ACOARD- S.
We on't th I1 m ou an p o em, as we discus ed it,

becaus the prob m was en
Sena or N S. Y app ir suggestion and I ave no

further uestonsi p ! r
The HATRuA T ndic e 04) c exit he staff as just

handed i e a state tre tha -ed overf6 husband
entitled t maximum retire in me c It, oi - iioof0$8nc
from dlvi ends, one-h rom in me I m i rest and percent
withholdlnon $5,000 me, they will a liabilit o $87, but
(he withho would be $

So the excess thholding in that case is $818.
Mr. SACCARDL t is w4 y the quarterly refun o us appears to be
hardship, even t li the immediate nd Ins its obvious

problems.
The C0AnmAN. I want to put that into the re It goes up

from $5,000 to $20,000. In the case of $20,000 under t e same con-
ditions the amount withheld is $4,000 and the excess withholding is
$ 46. If you had $10,000 the excess withholding In that case is $1,000,
$1,061.80 and you can't get a quarterly refund, where your income
exceeds $10,000. I mean the complexities of this refund are very
great as you have brought out. I don't think it is without criticism.
I don't think your suggestion is a correct one, but I want to thank
you for your testimony.

BEST AVAILABLE COPY
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(The statement referred to follows:)

Rutlrcd couple, both over 65, husband entitled to maximumt rethcment hicome
credit one-hall of hIcomo e1t dlvidcnds, onc.hall from fntcrcst (20 1wreent
withholdlng)

Tax Iatblllty
after relre. Exces ts

iiient ilnollie Atmount Excesi with- p)erveit of
Income credit and withheld holding apetndlale

dlvI1ientd Ilt0I1t.
reortled after tax

credit

$, 0 00 .............. $ .0............... ......... $47. 00 $1,000 $013.00 10
Nr,*X) I.. 1.01. M 1, 2(X) 97-t,.00 1"

7, .0. ........ ................... 300. () 1,41)0 1,014.00 ) N
J", I ... . 0 ............... . .. 10, 20 1,t)0 1, 039. 80 14

0 ,M I............ ..............00 ..... 738,20 1,8M 1,1Ot1. so 13
10,000 ................. ;01.2......0 2,000 1 O3, .8 12
1 1, 00 ...................... 1..... ., .00 2,200 1,080.010 11

2 ............ .................. 1: 331. I) 2400 1, ww. 0) 11
13,0 0 ......................................... 1,574.00 2,00o 1,01.00 ,9
I ,O ......................................... 1054.00 3,000 00.00 
lI"",!00 ......................................... .2304.00 3, (xx) 910.00 r
100000 ........ 0 ................ ............. . 82, . 3,24X)8&V0. 00 4
1700000 ..................0. 0 ...... ............. 2 40)40 3,400 9M. 00
18,000 ......................................... 2874.00 3,00 720.00 8

19,000 ....................................... . 3 54.00 a,400 SIXt.0 0 4
$20,000..... .. ..... ....................3454.00 4,000 640.00 3

I ,Mnrrled Inuividuals wlbose Oro." Income for the year will not exceed $10,000 may use the qdiarterly

round procedure to be provided by see. 3484 (pp. 20-=203 of bill).

The CTIAIRMAN. The next witness is Mr. Edwin S. Cohen, Invest-
mnet Company Institute.

STATEMENT OF EDWIN S. COHEN ON BEHALF OF THE INVESTMENT
COMPANY INSTITUTE;. ACCOMPANIED BY EUGENE F. BOGAN,
ATTORNEY, AND OHN L. COOPER, TRUSTEE, MASSACHUSETTS
INVESTORS TRUST

Aro. Coitri,. Mr. Chniman and meinbers of the committee, my name
is Edwin S. Cohen. I am a member of the law firm of Root, Parrett,
Cohen, ;Knap & Smith, of New York City, and am of counsel to the
Investment lompnny Institute,

On my right is Mr. Eugene F. 13ogan, of Washington, D.C., also of
counsel to the institute; and on my left is Mr. John Js. Cooper, a
trustee of Massachusetts Investors Trust, one of the member coin-
plnies of the institute.

The membership of the Investment Company Institute consists of
171 regulated investment companies, frequently referred to as mutual
funds. These companies provide a medium by which investors may
pool their resources and have the funds invested collectively in the
securities of other corporations. They, offer the investor of moderate
means an opportunity to obtain diversiflcation of risk and experienced
investment management which might otherwise be availabre only to
persons of substantial means,

These companies have more than 5 million shareholder accounts.
The average size of each account is about $4,000. The Institute's
studies indicate that the family income of the median shareholder is
about $7,000.
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The companies recognize their obligation to assist th Government
in improving tile collection of the revenue. A fair and effective Fed.
eral revenue system is vital to these coin panies and their shareholders
as well as to all Americans, The pro bilem we all share is that o?
fin(ling the most effective and fairest means of accomplishing this end
with respect to each type of income.

For some time these companies have given the most serious con.
sideration to various methods of improving the collection of tax on
dividend income. They have strongly supported the introduction of a
system of tax )ierx account numbers, despite the considerable expense
which it wil entail for them; they have been in the forefront of
companies furnishing detailed information to shareholders as an aid
to them in the preparation of their tax returns; and they have Co.
operated in a general educational program to bring home to each share.
holder his duty to report his dividend income.

We o would point out that the Secretary's recent statement before
this committee showed that some 92 percent of taxable dividends were
voluntarily reported by shareholders in their 1959 tax returns-even
without the presence of Treasury data processing machines and tax-
payer account numbers, which are soon surely to produce further
improvement.

Senator ANDEMSON. Was this the Secretary's testimony, you say?
Mr. Coim. Yes, Senator.
I would refer to the figures therein exhibit II to his statement, in

table 1 of that exhibit2 where he showed that $840 million of dividends,
by the Treasury's estimates) failed to show up in the returns of what
would have been taxable filings. This is shown in the last line of that
tablet appearing on page 148 of the printed transcript of the hearings.

It is my reco lecti-on that it showed $950 million for all unreported
dividends, but $110 million of this, it was estimated, would not have
been taxable anyway.

Senator AN )ntsoN. Where did you say that was, what table?
Mr. CohE :N. It is in exhibit II$ table 1, of the Secretary's statement.
In the middle of that page it shows dividends includable on In-

dividual returns-
Senator AnDensoN. I want his statement that 92 percent-never

mind your figures2 I want his statement about 92 percent, sir.
Mr. Coimmm, Dividends includable on indiviTual tax returns are

$10,000 million, 'he amount which was not reported and which were
attributable to taxable filings-that is, the amount that would have
borne tax, had it been reported-is on the bottom line, $840 million.

If you take the relat onship of those two figures, it is approxi-
mately 8 pet:rcent of dividend income which was attributable to Ifixable
filers and1 did not show up on their returns. The percentage is as
little as 8 or 9 percent, obtained from using the figure of $10,0060 million
and the figure of $840 million.

I think that this has been generally conceded to be the case with
respect to dividend income.

There are arguments as to whether the dividend reporting gap is
8 percent, 9 percent, or 10 percent. All of these are estnnates which
are extremely difficult to work out, but I think the statement that I
have made is a fair one, sir. I think it is derived from this table#

Shall I continue?
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Senator ANwmsoN. We had a figure somewhere of $500 million and
$060 million involved ill these two things.

Mr. CohlEN. Yes.
Senator ANwitso.,. Will the two tables the Secretary submitted add

up to anything like that?
Mr. (Oollp.N. The figures are very confusing, Senator, because at

some time people are talking about the amount of dividends which do
not show tip o:i any (ax returns, and at other times about the amount of
dividends whlch would have been taxable had everyone who received
dividends reported them.

A lot of people are not required to report dividends because they have
income less tian their exemptions. I think the only figure of sig-
nifleance is what would have borne tax had it xon required to 10
reported, and had it been reported, anl, similarly, with respect to
interest.

The figures I think the Senator is referring to are the figures of the
amount of revenue which it is now estimated by the Treasury Is being
lost by reason of the failure of these dividends and interest. to be re-
portel. That is shown in the Secretary's exhibit II, in table 3 where
the Secretary estimated that, based upon the failure of $840 million
of dividends and $1.9 billion of interest to be reported, there was now
being lost in revenue $350 million in dividend taxation and $500 mil.
lion in interest taxation, a grand total of $850 million which the Sec.
rotary estimated was not, now being collected.

Senator ArNmmsox. That, came out finally after another firei of
$050 million was what he thought was revenue gain if we had with.
holding on dividends and interest.

Mr, f'otumv. I am going to discus that later in my paper, Senator,
but I would be glad to tae it up now at this point if you would like.

May I continue with it, at this point and depart Ironi my statement,
sine we are on table 3 at the monent?

Senator ANnutso., Surely.
But you would agree there is nothing in here where the Secretary

himself says that 9'2 percent of all taxable dividends are now paid?
Mr. Co Xrn. Well, I am not quoting the Secretary's statement, but

using the Sreretary's tIgures from his exhibit II.
Senator ANDsoN. f understand the use of the figures.
Mr. Co ,. Yes.
Senator ANDEtSON. All right.
Mr. CotEm. As I say, I would not expect that statement to be

challenged, Sonator, except,-
Senator ANDEisoN. It was not in your prepared statement, was it?
Mr, CoimrN. Pardon me?
Senator AinniWsox. It was not in your prepared statement, was itt
Mr. CounN. These figures?
Senator ANDmsOx. Yes, the statement about 92 percent,
Mr. Conx. Is in my prepared statement. It is repeated elsewhere.
The ClrAnM4 ,N. When did the Secretary make the statement?
Mr. CoHn. Pardon me, Senator ?
The CHAIRMAN. When did the Secretary make the statement that

92 percent of dividends were voluntarily reportedI
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Mr. CohEN. Senator Byrd, I said in my prepared statement that in
the Secretary's recent statement before t Us committee, in that state-
ment lho showed that some 92 percent-

The CUHAIRMAN. Well, the staff confirms that; he did make the
statement.

Mr. (ourm. It was before the committee in the form of an exhibit
which was attached and submitted at that time.

'The CHAIR1 MAN. Senator Anderson?
Senator ANDERsoN. That is all right. I wondered where he got

it. Ile takes some figures and says these figures come up with 92
percent. I do not know whether the Secretary made that statement
oil not.

The C1AIr'RMAN. The staff has confirmed that he did make the
statement of 92 percent.

Senator ANiwitsoNq. The staff does. Where is the Secretary's state-
ment, where is that?

He produced some figures and from those figures they have inter-
polated a statement that means 92 percent; that is all I was objecting
to, the question.The AIRMAN. Then the Secretary did not say 92 percent, is that
right I

Mr. CoEr. No, sir, I did not-I am sorry, my statement, did not say
that the Secretary said that 02 percent of dividends were reported.

The CIA IR N. That was your interp station of his table?
Mr. Coitr-.. Yes, of his figures. I said that the Secretary's state-

ment shows that 92 percent of the taxable dividends were reported.
The CHAIRMAN. I think it ought to be cleared up, and I wil/hask-

will it be all right to have the staff make a memnorandum n
(The following was later supplied for the record:)

(Staff memorandum)
In exhibit II submitted by the Secretary of the Treasury in table I at page 140

of these hearings It Is estimated that for 1959 the dividend reporting gap attrl-
butablo to taxable fliers Is $840 million. In the same table It Is estimated that
the dividends Includilie on Individual tax returns amount to $10,000 million.
Hoduclng this amount by the $i0 million estimated as attributnlhlo to nontax.
able fliers leaves $10,550 million of dividends which should be reported on tax-
able returns, This latter figure Is 8.05 percent of the $840 million, the dividend
gap attributable to taxable returns. Therefore according to the Treasury fig-
ures 01.95 percent (or 92 percent In round numbers) of dividends which should
be reported on taxable returns are reported.

Senator ANDnsoN. Surely.
The CHAIRInMAN. It is an interpretation, as I understand, of his.

tablet
Af r. Comm Yes, sir.
If I may, I will return later, then, to the revenue loss and revenue

gain,
The companies have also made extensive studies of various forms

of proposals for withholding of tax on dividend and interest income.
We have had various conferences with Government representatives
and have prepared a number of studies, some of which appear in the
transcript of the hearings of the Ways and Means Committee at pages:
2395-2496,
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TIM BASIC J'It()I4E1[ I; I)IVII)ENI) AN I NTI'EST wrI IIIOIINO

While t 1(rt tre Imally lifliult, 1ispects of dividend and interest with.
hohlng, ou1r studies leadl us to this colnlusion : the hard core of the
problem i nes ill tihe naultt, r of XeOl1)tion (pItilleites. )ividend and
interest witlhholding confronts (mte with this perplexinzl choice:

(I) Shall wo havo it rigid, olltright, withholding of 20 percent of all
dividlends antl ilteret, regardless, of its h1arnful effect, pon llni lIINV
)ayees, intchtuling the widowed, tlm retired thi ill, mid others of ollt.

less fortunate cit izens- ilt- .It systeni which flis s1e 101asolflllo ehlatnce
of administrative feasibility; or

(2) Shall WC e hutmanle, provide i. 11111s for recognizing persoli
exemptions and deductions In letermining the tax to be withheld-
and inevitably leave payors, pyees, nud tie Internal Revenue Service
in a, IIIUzO of confusion, ('omiplexitv, and redtape?

Wo believe, regrotfully, that te answer to both questions is "No."
If forced to choose between the two alternatives, we would choose
the humane system, with all its inherent defects. But the nature of
the uchoice leads us to urgo you strongly that. means other than with.
holding Iro available and should( be user.

THE, CO LEXrIIES ov EXEM1rIoN CEtirr 1F'CAIES

In wage withholding, since it person normally has only one employer,
every entployeo is allowed to certify to his eiml)loyer the number of his
personal exemptions; and the amount of tax withheld takes into nc
count his exemptions and the standard deduction. If wage with.
holding did not do this--if, instead, it took out 20 percent of all wages
across the board-it would clearly be a harsh and unreasonable system.

In dividend and interest. withholding, the administration's proposal
last May provided foi' no exemption certificates being filed by any
payees other than foreign persons. At that time the Secretary said:

Any further extension of exemptions would complicate the withholding pro.
eeduro and would be burdensome for payers (hearings, p. 277).

Published statements of the Ways and Means Committee of the
House show that it vacillated a number of times as to the extent to
which these certificates should be permitted. The bill now before you
provide's generally for exemption certificates:

(it4 for all children under 18, and
(b) for all individuals over 17 who certify to the payor that

they reasonably believe they will owe no tax for the year.
Tn the debates on the floor o the House it was said that under the

pending bill some 8 million persons would be eligible to file exemption
certificates (Congressional Record, Mar. 20, 19 0,p. 4066). Since a
large number of these persons will receive dividends and interest from
several payers, it is obvious that many millions of exemption. certifl-
cates wouTd be filed, Moreover, except to the extent otherwise per-
mitted in regulations, new certificates would have to be filed and
processed annually for persons over 17. .

In wage withholditng, the direct personal contact between employer
and emp l'oyee permits consultation and correction of errors regarding
exemption certificates. But in dividend and interest withholding, the
certificates would have to be handled principally by mail, without oral
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discussion, with inevitable errors and substantial clerical time and
expense. .

In wage withholding at the end of the year the employer gives the
employee an information slip on form W-2, showing the amount of
his wages and the amount of tax withheld, and the employee attaches
it copy of this slip to his tax return. This permits him to fill out his
tax return simply and gives the Internal Revenue Service a quick and
ready means of verifying his return.

But the pending proposal for dividend and interest withholding does
not provide for such information receipts to be given to payees of
dividends and interest. How, then, after the end of the year will the
8 million persons other than the most meticulous recordkeepers, know
for what items o income exemption certificates were filed? Consider
the following illustrations, for example:

(1) A person may file an exemption certificate with one payor and
overlook fling it with another. He may file such a certificate for his
10 shares of General Motors stock but not for his 5 shares of A.T. & T.;
he may file a certificate with his savings bank and forget to file it with
his mutual fund.

(2) He may fail to file an exemption certificate for the first one or
two quarterly dividend or interest payments in the year, either because
of oversight or because he is Ineligible at that time, but may file a ceil
tificate with respect to subsequent quarterly payments.

(8) He may file exemption certificates at the beginning of the year
whon he reasonably believes he will owe no tax, and yet later, because
of some unexpected income, lie may no longer be eligible to use an
exemption certificate.

(4) He may file exemption certificates with respect to shares regis-
tered in his own name but he cannot, except as may be permitted-by
regulations, file them hr shares registered as a matter of convenience
or necessity in the name of his broker, his bank, or other nominee.

When the payee sits down to make out his tax return or his refund
claim, neither he nor a person assisting him will have an information
receipt, such as a form W-2 to aid in the preparation of his tax re.
turn. Despite the lack of such receipts, he will be expected to report
separately in his return the withheld dividends and interest and the
nonwithheld dividends and interest; then he must "gross up" the
withheld items to add back the tax withheld, total the two types of
income and his other income, compute his tax and claim credit or
refund for the tax withheld.

The tax forms, already bewildering to many, must become even more

en these returns are reviewed by the clerical staff of the Internal
Revenue Service, there will be no ready means of knowing which
items of income were received without withholdini because o the fll-
ing of exemption certificates or otherwise, and which were subjected
to withholding. There will be no ready means for the Service to
verify as it can in wage withholding from the Form W-2, that a per.
son fling a refund claim for tax wfhheld actually had the tax with.
held. This bids fair to produce an admitistrators nightmare, if not
administrative chaos.

82100-2-Pt, 5---20
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TIl LIMITED SCOPE OF EXEMPTION CERTIFICATES

Yet, if we were to have exemption certificates-as we think should
be the ease if we were to have dividend withholding-we strongly be.
hlove that they would be far too limited in their scope under the presei
bill. For individuals over 17, they would be restricted to persons wh,
are able to certify they reasonably believe they will owe no tax
whatsoever.

Aside from the limited amount of quarterly refunds, to which I
shall refer below, what is to be done for the person who eonscienti.
ously realizes that he may owe some small tax-$1 or $5 or $100-and
who under this bill will experience withholding of 20 percent across
the board on all his dividend and interest. income-a withholding
which 1nay aml1ollt to $500$ $1,000, or niore ?

Consider, for example, the case of persons who have substantial de.
ductions for medical expenses, yet may owe a small tax. Wage with.
holding is not required for sick pay under wage continuation plans,
nor for certain disability benefits; nor is it required for pension pay.
ments from qualified pension trusts or annuity programs to retired
persons, who are particularly likely to Incur substantial medical
expense.

Are not these persons entitled to adequate protection in dividend and
interest withholding? The persons who owe a small tax, but far less
than that which would be withheld, will be an even larger group than
those who owe no tax whatsoever, and they are deserving of consider.
tion.

In addition, no provision is made for exemption certificates to be filed
with respect to:

(1) Dividends and interest received by estates of deceased l)rsons;
(2) Dividends and interest received by lifetime or testamentary

trusts;
(8) Interest, received on interest.bearing obligations of the U.S.

Government';
(4) Interest on corporation bonds or notes;
5) Dividends andi interest received by charities, pension trusts and

other exempt organizations, except. with respect to interest on deposit
in banks or, savings institutions and on certain US. discount
obligations;

(6) Dividends and interest on. stocks or bonds registered-as is often
the ease for reasons of convenience or necessity-in the name of a
broker, bank, custodian or other nominee, except as may be permitted
by regulations;

(7) I)ividends and interest received by regulated investment coM-
l)anles, although-as noted further below-the fling of exemption
certificates by investment companies would be essential to permit in-
vestment companies to pay out full dividends to shareholders who file
exemption certificates w0 the investment companies.

'I11E LIMITED SCOPE OF QUAIITERI IIMP.TND8

Mteh emphasis has been placed upon the qtuaterly reftd provisions
of the bill as providing relief from hardship, Obviously quarterly
reporting of dividend and interest receipts, followed by a final annual
reporting, will entail considerable inconvenience both for payees and
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tile Internal Revenue Service. But fill, beyond that it should be
understood that the quarterly refund relief furnished by this bill to
individuals is severely limited.

Let, me illustrate by taking tile case of a wilow under age 65 with
$:3100( of dividend Iild interest ineoe, who, lbcalise of sulstant iIl
medical expenses or other deductions, may owe I tax for 19063 of $100,
She would I ave $600 ill tax withheld. '1' he Illmumllllin amount of total
quarterly refunds she would be entitled to receive during 1963 would
be $1,t).) Si(e would be required to wait until after filing her final 1903
return in 1964 to receive tie balance of $368 (lite her.'
The reason for this is that in the pending bill the maximum total

quarterly refund allowance does not take into account (leductions other
than tie standard reductionn, nor even (save to a negligible extent)
the standard deduction al)l)icable to income above the personal exemp-
tion. rhe quarterly refund l)rocedure in this bill is not designed to
work as the converse of the present system of quarterly payment. of
estimated tax. It is limited in its scope and arbitrary in its appli.
cation.

In sum, we raise with you the most serious question whether an
exemption certificate procedure forl dividends and interest is adminis.
tratively feasible, and whether even with the quarterly refund pro.
cedure, the provisions therefor in the present bill are sufficient to p'e.
vent hardships and inequities for the large number of taxpayers of
limited means.

SPECIFIC MA'TIT'Eii8 AFPEMPINCI INVESTMENT COO3PANIES

Before leaving the subject of exemption certificates and interim
refunds, may I call to the attention of the committee the urgent need
for certain amendments and clarifications of the procedures affecting
investment companies and their shareholders in the event, withholding
is enacted:

(1) Filing of exemption certificates by investment. companies: In-
vestment companies act essentially as "conduits" for their income.
They receive dividends and Interest. from other corporations, and after
reduction for operating expenses, ay out. the net amount currently
to their shareholders. Since eligible shareholders of investment. com-
panies are permitted to file exemption certificates with the investment
companies and receive their investment company dividends without
20-percent withholding, the investment companies will not, be able to
distribute more than 80 cents on the dollar to their own exempt share.
holders unless the investment companies can in turn file exemption
certificates with respect to the dividends and interest which they
reeeiv e.

We halve no accurate way of estimating the number of persons who
may file exemption certificates with investment companies, but it may
well be I million persons or more. To accommodate these persons,
the investment, companies should be permitted to receive dividends
and interest without having 20 percent withheld at the source,

Since there are already under the bill and estimated 8 million persons
eligible to file exemption certificates, it. would cause substantially no

Mnhe maximum "refund allowance" permitted to her Prior to the close of the year
would be 22 percent of her personal exemption of $00, or $132.
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adilnhistrativo bIrdeii for mayors to accept exemption certificates froi
the less than 200 regulated investment companies. The Treasurn
Wouhl b)e protected since the investment companies s would 1)0 requIreI
in aiy event to withhold 20 percent from their nonexempt share.
holders.,

A brief form of amendment to accomplish this is attached as ap.
pendix A.2

(2) Large refunds: It should be made clear, at least in the commit.
tee report, that. the special requirements of section 6405 regarding re.
ports to the Joint Committee on Internatl Revenue Taxation of refunds
n excess of $100,000 do not apply to refunds to investment companies

and others due to overwithholding of tax on dividends and interest.
(8) Fourth quarter refunds: Provision should be made for making

prompt, refund of tax overwithheld from investment companies anil
others during the fourth quarter prior to the filing of the final income
tax return.

(4) Periodic investment and dividend reinvestment plans: Share.
holders of investment coml)anies have in force more than 1,050,000
periodic investment plans and more than 980,000 dividend reinvest.
ment l, lans. The.e are basically thrift programs for family savings
and retirement, and we think should not be disturbed except to t he
extent essential to protect the revenue. The amount of the dividends
involved in any one account is generally small, but In the aggregate
the dividends reinvested in additional shaTres of investment company
stock in 1961 amounted to some $214 million. Aside from those share.
holders able to file exemption certificates, 20-percent withholding
would have withdrawn $48 million from these programs. Since 92
percent of dividend income is already reported, some method should
be found so that the persons now paying their proper tax on these
reinvested dividends could continue doing so without reduction by
reason of withholding.

EFFE1'M'FITENESS OF WITIMI OrDTNG IN A'I'TACKINO TIFF. DIVIDEND
REPORTING REVENUE GAP

Even beyond the inherent infirmities in the system of exemption
certificates and interim refunds, there is a. serious question whether
withholding provides the means best calculated to close the estimated
revenue gap, at least in the dividend area. The Secretary's state-
ment before this committee showed for 1959 a failure of $840 million
of taxnblh dividends to be reported (Secretary's statement, exhibit
II, table 1). From table 8, which lie presented, it can be seen that
the Treasury estimates the resulting revenue loss from nonreporting of
dividends at. $80 million and the effect of 20-percent withholding as
follows: Mtfloa#

1. Revenue gain from 20-percent withholding only (slightly less than 20.
percent of $840,000,000)-------------------------------$150

2. flstImated improvement In reporting In brackets above 20-pereent ..... 180
8. Loss still remaining ............................................... 70

Total- ---------------------------------------- 850
*It should be noted that securities owned by rey ulated Investment companies are -

culred under the Investment (7oingany Act to'he hqd bank s Ir trust rnmlnen, 0nd
tpus normally are register ea t o namea of nom nees, Provis on made for
filing of exemption certificates by the nominees tot these securities,

2058



REVNUS ACT OF 1982

As to the $130 million estimated revenue from improved upper.
bracket reporting, it seems questionable indeed whether the proposed
withholding tax system-which takes out only the bottom 20 percent
and gives out no information receipts on form W-.--will cause
presently nonreporting upper bracket taxpayers to come forward
voluntarily to report their Icome and pay the tax they owe in their
brackets above 20 percent. They may well do so because of fear of
the coming use of taxpayer account numbers and data processing
machines, but it is not likely that they will do so because of an
anonymous withholding system which takes out only 20 percent at. the
source.

Taking into account the fact that the $150 million derived from 20-
percent withholding also includes the bottom 20 percent to be obtained
from upper-braicket taxpayers, it seems clear from these figures that
the bulk of the revenue gap in the dividend area must lie in the rela-
atively small group of defaulting upper bracket taxpayers.

In the light of these estimates the aim should be to concentrate on
the defaultng upper bracket taxpayers rather than saddle the expense,
inconvenience, and hardship of withholding on the mass of bottom-
bracket taxpayers.

AN ALTERlNAT'IVE ATTACK

For more than 10 years every corporation paying dividends has
been required to report to the Government on form 109) any payment
of dividends to a shareholder receiving more than $10 in a calendar
year. On the other hand similar information reports are required for
payments of interest and other types of investment income only if
the payments to the individual during the year exceed $600 in' the
aggregate.

Assuming a 4-percent yield, this means that these information re.
turns are filled where a stock investment amounts to $250 or more, but
are filed for intere.t-bearing investments only where they exceed
$15,000. Under these circumstances, most. corporations file informa-
tion reports on all dividend payments rather than incur the expense
of separating out the snall accounts; but savings institutions are re.
quired to file information returns on the relative handful of persons
who have some $15,000 or more in a single account.

Last fall the Congress passed a much heralded bill providing for
taxpayer account numbers. On the flot of the Senate, on September
28, 1961. Chairman Byrd stated:

This legislation, the Treasury testified, would result In closing loopholes so
that those who are now avoiding the payment of taxes would be compelled to
pay by operating this new number system through computing minelhines. The
tax revenue, the Treasury testified, would be Increased by $5 billion * * *.

This Is the biggest loophole-closing bill, Itf the Treasury Is correct, which line
ever been presented to the Congress, * * * (Congressional fRecord, Sept, 23,
1001, p. 1078).

Among other things, the bill requLres that everV payor filing an
information report oil form 1090 secure from the l)aye his account
number and set forth that nim6er on the form 1099 filea1 for that payee
in order to facilitate the use of the form by the Tnternal ieemonnie
Service in cheeking the payee's tax return.

It is estimated that there are more than 40 million shareholder ae-
,'ounts in public corporations in the United States. Account numbers
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%Vill have to be obtained from tile shareholders, recorded, and reported
by the corlorations for substantially all of these accounts at. much cost

Tho Service is currently installing automatic data processing m1a-
dhios to mako use of these informat.iol1 retirls and account nullmbers.
''he ('oimissioner recently stated publicly that. these machines are
expected to be operating in Ill Iine service centers by .Janut ory 1, 1065.
It wouldI seeln oiviousi that the fear of thee a1nchines n l ) n(iulnbers
will lead Iliiay pr selitl Y defaulting taxl)lyers to report their dividend
incoeiie, .)aI'til ilrlv so il the clse of tle uppel bracket t.ax avors who
Iii3 ' I I t'(I ' )iiriculiarly to ie (heckel tipon. And the nlhlInes will

inevit lly siti-h' oil thoe.i who still fail to report.
VWe w;ild suggest, its we (lid before the Ways mnd Mealls Con-

in it tee, (hat. iwo addit ional weapons be used agiihist tile nonlleportois:
(a) The imposit.ion of a special ielilty of 15 percent, of ally tax which
is duo to failure, without i'eilsolible Cilllas, to report dividend or in.
terest income; alnd (b) an extension of the normal statute of limita-
tions front :1 yti's to ( yeau, for the eolh4-'tion of the tax. The penalty
would colmjielSate tho Ireasui'ry for added expense in dealing with
i1ireportin of kiown inconie': id ithe extension of the stlatute of
IUniilitiolns wollll permit Correction for prior years when the elais
of lionreiporting aire ferreted out. in the fittllre fiy the liew aul1tollitic
({anpl provessilig lnan lilles. These aniendments were provided for in
II.{. TI!9', introduced ol Julle 09, 1061 in the House of Representil-
tives, a1nd we Commend it for your consideration. Copy of the bill is
il ltilit'll its ai)pelld ix B.

CONCI4 I'SION

InI suininiury, we biteieve that the problem of designing ia dividend
and interest withholding system which is both humane and admlinis-
titively feasible has not been solved and is unlikely to be solved; that,
it. fails of solution now , its it always has ill the past, because of the
inability to COiC with the llatter of exellption certiticiites; and that on
this score, a1nd because it provides io inforInation l'ecilts onl form
W-2 for paliyees, it differs fundamentally from wiage withholding.
Now iit we -ire on the threshold of i new electronic era ill tax adinin-
istrition, we should use tlie taxpayer account, numbers iaid automatic
dati, plrocessing ilmachilies, togetiier with the threat of penalties and a
lengtilnig of tile st4itute of llnitations, to cause twx eva(lers to pay
Iheipr fair sliare of the tax burden without visiting their sins and omis-
siols upon the bulk of the loyal nid law-abiding investors in America.

Thatnk you, Mr. Challlill.

If withholding were to be enacted for dividends, we believe that In order to reduce the
exlense of processing the iecount nunbers, the $10 dividing line for flying Informaton
reirlmi on dividends should be raised to a substantiallv higher level and the dividing
lint, for information reporting of Interest lavmionts should be lowered, lo tha the rule
would lbeome the sanme for d.dends ani Interest. But we believe It preferable to handle
this enormous task of reporting account numbers for dividend payments as low as $10
tinder the present rules rather than have them subjected to withholding with all Its
attendnt problems.
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(The appendixes to Mr. Cohen's statement follow :)
APPwNDIX A

lltOiPOHkI) AMENDMENT TO i.t. 15iO, Srk-.ZON 11), To 'RoVl) rol F.ILIO op
I°NESIPTION ('rTIFMATEB I1V flEOI'ATED INVEsTMF.NT COMPANIES

On page 1)9, ofter line 3, Insert the following;
"(4) RIEOUIATED I NVEST.M EN 'Co ,PAN1IE.-

"(A) Any regulated investment. company subject to the provisions of
Stubhapter M of Chapter 1 may file with any withholding agent all exempt.
tlon certificate on which It certifies that It Is at regulated Investment company
subject to the provisions of Subchapter M of Chapter 1. If such certificate
is filed, all amounts payable by such withholding agent to such company
during the period such certificate is iln effect shall be exempt from the re.
quiremnt of deducting and withholding under this Chapter.

"(D) An exemption certificate filed by a regulated Investment company
under subparagraph (A) shall cease to be effective on the thirtieth (lay after
the day on which the withholding agent, with whom such certificate was
filed, Is notified by either the company or the Secretary or his delegate that
the company Is no longer a regulated Investment company subject to the
provisions of Subchapter M of Chapter 1. If a company ceases to be a
regulated Investment company subject to the provisions of Subchapter M of
Chapter 1, it shall, within the time specified iln regulations prescribed by the
Secretary or his delegate, so notify each withholding agent with whom It has
ni exemption certificate in effect."

ApEi,'ix B

87TH CONOnl0s8-18s' SESSION

H.R. 7021S

IN THE HOUSE OF1 REPRESENTATIVES

JUNE 29, 1001

Mr. IIrTrs Introduced the following hill; which was referred to the
Committee on Ways and Means

A BILL To provide a 0.year statute of limitations for amssing tax on omission of
dhldends or Interest from gross Income reported on tax return, and to provide a specln
penalty for such omission

lie It enacted by the Senate and Hotso of Representatives of the United States
of A'e'rlea it Con gre. assembled, That section 0501(e) (1) of the Internal
Revenue Code of 1954 (relating to extending the period of assessment for omals.
sion from gross income) is amended by adding at the end thereof the following
new subparagraph :

"(C) DIVIDENDS ANn IN ES:ST.-If the taxpayer omits from gross Income
an amount properly Includible therein representing a dividend (ai defined in
section 316) declared and paid as such or Interest paid or accrued as such,
and if neither subparagraph (A) or (B) Is applicable, the tax may he
assessed, or a proceeding In court for the collection of such tax may be
begun without assessment, at any time within 0 years after the return was
filed, but only as to the amount of deficiency attributable to such omission.
For purposes of this subparagraph, In determining the amount of dividends
or Interest omitted from gross income there shall not be taken into account
any amount which Is disclosed In the return, or in a statement attached to
the return, in a manner adequate to apprise the Secretary or his delegate
of the nature and amount of such Item."
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SEa. 2. (a) Subchapter A of chapter 08 of the Internal Revenue Code of 1054
is amended by adding at the end thereof the following new section:

"SEC. 6660. PENALTY FOR OMISSION OF DIVIDEND OR INTEREST
INCOME.

"If any part of any underpayment (as defined In section 0053(c) (1)) of any
tax imposed by subtitle A (relating to income taxes) is due to omission from
gross income of an amount or amounts properly includible therein representing
a dividend (as defined in section 816) declared and paid as such or Interest
paid or accrued as such, and if section 0053(b) (imposing fraud penalties) is not
applicable, there shall be added to the tax, in addition to any other penalty or
penalties, an amount equal to 15 per centum of the amount of that part of the
underpayment attributable to such omission, unless it Is shown that such orlus.
sion was due to reasonable cause and not to willful neglect."

(b) The table of sections for such subchapter A is amended by adding at the
end thereof the following:

"SEa. 6600. Penalty for omission of dividend or Interest Income."
SEo. 8. The amendments made by this Act shall apply to amounts received or

accrued after December 81, 1061, in taxable years ending after such date.
'The CIAIRMAn . Thank you very much, Mr. Cohen.
Any questions?
Senator KERR. I want to ask a question.
How much money do mutual investment companies have invested

in municipal and State bonds with reference to which the income is
tax exempt ?

Mr. COHErN. Substantially none, Senator Kerr. I believe that it
would probably be less than a tenth of 1 percent of their assets, the
reason being that that tax-exempt interest, while it is tax exempt to
the investment company, when it is distributed currently to the share-
holders, is transmuted into taxable dividend income to them and, there-
fore, loses its tax-exempt status. So at present, unless the yield on
tax-exempt municipal bond interest exceeds the yield on taxable cor.
porate bond interest it would not be worth while for an investment
company to invest in tax-exempt income.

We submitted several years ago a request for an amendment of the
statute to permit the tax-exempt interest to flow through tax free to
the shareholders, but no action has been taken by the Congress on that
provision. It was adopted by this committee, it is my recollection, In
1958 but eliminated in conference.

Senator KEnR. You are aware that the Commissioner of Internal
Revenue tells us that there are between $800 million and $900 million
of unpaid taxes on dividends and interest income.

Mr. Conn??. Yes sir.
Senator Ki.nn. The Commissioner tells us that a withholding pro-

cedure, such as that provided in the bill as passed by the House, would
collect about three-fourths of this $850 million and that it would do
so at about two-thirds of the cost of the ADP information return
system.

Mr. Comimv. I am aware of that statement, sir.
Senator KX.mm I understand your position is that you don't agree

with that.
Mr. Com?. Yes, sir. In the sense of the general conclusion as to

what should be done at the present time, I am disagreeing with the
Commissioner. I am not in position to question his figures and do not.
I can explain his figures, but I do not have the basic information on
which to judge the figures, and I have the utmost respect for the Corn-
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missioner and the highest regard for him having known him for many
years and having lectured in his classs before he took office.
. Senator KlzP. Well, I appreciate that statement about the Commis-

sioner, because I have the very highest respect for him.
You are aware of the fact that the recommendation of this legislation

in its sum total amounts to an effort on the part of the Internal Revenue
Service to collect taxes due the Government not now being paid?

Mr. COiHS. Yes sir,
Senator Krm. You think that isa worthy objective?
Mr. CoHEN. By all means, sir. We have-
Senator KF.nn. You pay your taxes, I presume?
Mr. COHEN. Yes sir. I do.
Senator Kt:,n. The Senator from Oklahoma thinks he does. He

pays all the taxes that his bookkeeper say he owes, and then usually
the aelditional ones that the representatives of the Internal Revenue
Service who have picked hin, out as one of those with whom they
like to live, indicate that he owes, and convinces the accounting serv-
ice that he does owe. So you and I have one thing in common: We at
least think we pay the taxes we owe the Government.

Mr. CoHN. Yes, sir.
Senator KERR. I wonder if we share the feeling that everybody who

owes taxes also should pay them?
Air. COHEN. Indeed, I am confident we do, Senator Kerr.
Senator KERR. Now, the Commissioner for whom we both have the

very highest of regard, tells us that the method outlined in this bill
is the bist means that he and his department have been able to devise
to give his department the best chance it can have to collect taxes
wl ich otherwise have not been collected and are not being collected, and
will not be collected by the Government.

Mir. COHEN. Yes, sir,
Senator JCF.n. Now, if you were on this committee, wouldn't you be

disposed to be persuaded by this recommendation unless you could
come up with an equally effective means of collecting those taxes?

Mr. CiE. Well, Senator, I think that I would tae into account,
on the one hand, the need for the revenue; on the other hand, the hard,
ship that I might impose upon people who do not owe the tax, and the
man-hours and expense which would be involved in trying to work out
and operate an effective withholding system for dividends and in-
terest. I think this is a matter of balance.

Senator Krun. In order that we might intelligently discuss that
answer let's take it one at a time.

Mr. 6o.s. Yes sir.
Senator KERn. W4hat did you say was the first thing you would take

into account?
MAr. CoHnm. Well, obviously, not only the need for revenue, but the

desirability-
Senator" KERR. Let's talk about the need for revenue. In the first

place there is no dispute about that, is there
Mr. CoHn. No, indeed.
Senator KERR. And if the provisions in this bill are enacted which

forgive or reduce certain taxes that would increase the need for rev.
enue, wouldn't it f

Mr. COuw, Very much so.
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Senator Kt,=. I say to you quite frankly that tile need for revenue
is not very persuasive with me insofar as my attitude on this provision
in this bill is concerned.

I believe in attacking or in meeting the need head on, and I do not
believe that the need for revenue should be the controlling motive
behind an effort to secure the collection of taxes which taxpayers owe
the Government and are not paid.

It would seem to me that one of tile most impelling considerations
that could be contemplated by a member of this committee, is and
would be the result of a sense of equity which would persuade us that
even though the Government had it balanced budget from the taxes
being paidby a substantial percentage of those who owe it, we should
take whatever reasonable means are available to us to bring about a
situation where all who owe taxes pay thel. Simple justice, it seens
to me, is outraged by contemplating a situation where even 95 percent
of those who owe taxes pay them, and 5 percent don't, even though
we have enough revenue to meet our expenditures. It would seem
the least we could do would be to make every effort we could to cause
everybody who owes taxes to pay them, feeling that if, by so doing,
we secured more revenue than we needed, we could make all equitable
reduction in taxes which would give the 95 percent who are honestly
pitying the taxes a part of the relief that would be available through I
the fact that if a hundred percent paid their taxes we would lave
more than we required.

It doesn't seem to me to be an equitable or worthy approach to say
that, as long as there are enough Thonest taxpayers to pay their tax
to get the revenue we need, we should not make the best effort we
could to get the rest of the taxpayers to pay theirs because by their
failing to pay they are getting 100-percent tax relief, and the 95
percent who pay get no relief. Does that meet a responsive reaction
in you ?

Mr. Comw,. I am in full agreement with that, Senator Kerr.
Senator KCERR. Then it would seem to me that the need for revenue

would not be the compelling or should not be the compelling urge
behind an effort which is calculated to bring about a situation wheie
everybody who owes taxes pays them.

Mr. CoithN. I would be in agreement with that. I believe that
there is a need for revenue, that. there are great needs for revision in
tax structure to reduce the tax in all brackets, and that to the extent
that we can cause this gal) in the reporting of Income to be decreased,
we can all benefit from a reduction in the rttes. It is highly to be
desired.

Senator KERR. That was tile first reason you gave. Do you re-
member what the second one was I

Mr. Coimx. Well, I was saying, I think, Senator, that I thought
there were two reasons why-

Senator KFnn. Well you gave three.
Mr. Cotm. Well the third one was not a reason for the withhold-

ing, if I recall coreetiy.
Senator I(nn. We will let the reporter read back.
Mr. CohEm. Yes, sir,
(The record was read by the reporter.)

2064



REVENUE ACT OF 1962

Senator KE.r. Now with reference to that one, do you think that
the Government in its effort to bring about a situation where every-
body pays their taxes should be restrained or persuaded to make less
effort, than they should because the effort to collect the taxes from
those that, don't pay it, costs money?

Mr. COIEN. I think Senator, that the real question is whether
withholding is the method to reach the desirable objectives that we
agree upon.

Senator KERR. Let's talk about what you said there. You said the
cost. of it.

Mr. ConEN. I said the hardships upon the payees9 and the man-
hours and-

Senator KEHr. That was one part.
Mr. CoHEN. The expense.
Senator KEri. The next part was the cost.
Mr. CoiipN. Well, I said expense.
Senator KERr. Well, that is cost, isn't it?
Mr. CourN. That is right, sir.
Senator .KERR. If you would rather use the word "expense" we

will use expense.
Mr. CoiN. It doesn't matter. I just don't want. to be forced into

a position, if I can avoid it, of placing my objection to witholding
oil the matter of expense.

Senator KERR. I don't want to put you in any position tit all. All
I am trying to do is to talk to you on tile basis of the position I
thought you put yourself in. You were the one who said, what was
it he said about tile expenses?

Mr. ComN. I said, Senator
Senator KERR. Let s read what you said.
(The reporter read the record.)
Senator KarR. You mean the man-hours and expense that would

be involved on the part of the revenue department in collecting it?
Mr. CoHEN. Upon the rayos-
Senator KER. Well didn't he say the payee there? You dlidnt.

finish tile statement. understood you were referring to the Reve-
nioe Service.

Mr. Cotiru. No, sir; I had in mind as I said in my prepared state-
inent the nnn-hours of time and the expense to the payors, to the
payee, and to the Internal Revenue Service, because I think we are
all together in this problem of trying to stop the nonreporting of
income. I think we lave to take this d] into account.

Senator K itr. I agree with that..
M r. ComN. We shouldn't be divided into classes.
Senator KFutR. But I am not. impressed by the argument that if a

taxpayer makes it expensive enough for the Government to collect
his tax that the Government ought not to make the effort to do it. It
would seem to me that in a situation of that kind it would reinforce
the determination of the Government to collect tax due it.

Mr. CoHEN. I am fully in agreement with that, sir.
I might lust explain, if it is in order at this stage to talk about it,

that there is a question whether withholding is going to accomlplish
this objective-the extent to which it will accomplish the objective of
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seeing that people pay their fair share of taxes on the one hland-
Senator KERR. This isn't a question of their fair share.
Mr. Coiir. I thought it would be, sir.
Senator KERR. I don't know anybody who pays taxes who is en.

tirely convinced that he pays just his fair share.
Mr. CoHEN. Right.
Senator KEtRi. That is a matter by which this committee has been

advised by innumerable witnesses, and I have yet to hear the first one
who has come here and said, "I do not believe that I pay my fair share
of tie taxes and I want to show you how to fix it so I can."

And I don't remember anyone being here who says that, "I am en-
tirely satisfied that I am now being required to pay only my fair share
of the taxes."

So my concept of this bill is not. to bring about any situation where
taxpayers pay their fair share of the taxes, that was a consideration
when the tax structure was written, when the graduated skill was put
into effect, when the tax liability was fixed.

yf concept of this legislation is to secure tile payment of taxes
whicli people under the law owe even though it may Ibe more or less
than what they themselves think is their fair share.

Mr. CorEN. Well, I agree again with the Senator, and I would
change my statement so fhat instead of saying whether withholding
is the means best calculated to make people pay their fair share of
tax-whether it is the means best calculated to make them pay the
tax which is due under the present Internal Revenue Code.

Senator KRR. Which under the law they owe.
Mr. Compm. Yes.
Senator KERnR. That is an appropriate subject of discussion.
Naturally, I go on the theory that those charged with fihe respon-

sibility of collecting the taxes that people owe are in position to know
what could be done to better equip them to collect the taxes that, people
owe.

Mr. CoHEN. Mr. Chairman, I would agree with that, except, for
this: I think it is a fair comment to say that the present Assistant
Secretary of the Treasury, Mr. Surrey, for whom I also have the
highest regard-

Senator-KERR. I think it is nice that you pay tribute to these men.
Mr. CohEN. I would like the record to show, if I may, that I do

lave the highest regard for the intelligence and capacity of these two
gentlemen. I have-known them for years.

Senator KERR. Mr. Surrey is two gentlemen?
Mfr. CoHErN. Mr. Surrey and Mr. Caplin.
Senator KRn. Oh all right. [Laughter.]
Mr. Coher. Mr. Surrey made a statement in an article in the Co-

lumbia Law Review, as 1 recall it in June 1958, before lie had be-
come Assistant Secretary of the .Treasury, in which lie said in two
sentences that withholding on interest and dividends should be
enacted, and that the means for doing so had been worked out and
were publicly available, citing an article by Mr. Pechman, who also
wrote a similar article which appeared in the compendium of the
hearings before the Ways and Means Committee.

Mr. Surrey therefore, I think it is fair to say, had concluded that
interest and dividend withholding was desirable and feaible before
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lie became Assistant Secretary of the Treasury, and before he had the
particular information and data available to him which comes to a
person in the Government.

Senator Kziu. Well, you know that this committee had asked the
Internal Revenue Service, before the man that appointed Mr. Surrey
got into office to advise this comittee on the feasibility of a system
of interest and dividend withholding, didn't you ?

Mr. Coimi. Well, I knew, Senator, that 2 years ago, a study was
initiated with respect to dividend withholding and a report was
requested.

Senator KERR, By this committee?
Mr. CoHrE. By this committee.
Senator Krnn. Now, that I must say to you in all frankness, al-

though I also hold Mr. Surrey in high regard, our request was before
I had ever been advised of his existence, and the Harvard Law Review
is not among the list of current reading material which I have the
degree of familiarity to be aware of the fact that either they had had
the judgment or lack of it to publish his remarks in that regard.

Mr. CoiEN. The only point of my remarks, Senator, that I was try-
ing to make is that I do not believe that the conclusion that has been
reached by Assistant Secretary Surrey or Commissioner Caplin is a
conclusion which they have come to independently by reason of their
studies which they have made since they have joined this administra-
tion, but represents a conclusion which they, at least Mr Surrey, had
come to before they joined the administration; and hence while I
understand that this is a debatable problem that has many difficult
aspects, and I respect the judgment of others, I do not necessarily
now defer to Mr. Surrey and Mr. Caplin because they now hold the
offices which they hold.

I feel that we
Senator KERR. You have made that quite apparent.
And I find no fault with that failure on your part. But neither

do I hold it against the opinion because they might-have had it before
they got into this position.

Mr. Couni. I quite agree Senator.
Senator KERR, The roblem of collecting taxes due and unpaid on

interest and dividend Income did not arise simultaneously with their
becoming occupants of their present positions.

Mr. COHEnr. No, Senator.
May I point out, Senator, that the problem of closing the gaps in

the reporting of revenue is not related solely to dividends and interest.
There are many other items which go into the gap in reporting of in-
come that has been estimated, according to the best studies that are
available, at some $25 billion, and 20 percent of that or $5 billion is the
figure which the Treasury used in indicating that the bill for account
numbers might produce $5 billion, as Senator Byrd stated when lie
spoke of thebill last September.

Now, dividend income is calculated to be unreported to the extent
of less than $1 billion out of this $25 billion interest income to the
extent of less than $2 billion out of the $26 billion, Unreported sal-
aries and wages are estimated at more'than $5 billion.

The bulk of the balance is in entrepreneurial Income.
Senator KERR. I wonder now if you would reduce that to words that

I could understand?
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Mr. (oJiEN. Tho bulk of the gap in tile $2-5 billion of unireported
income? What, it means, I thitik, is the income of businesses-sole
proprietoi'hips, the fellow who runs a store or his own business.

Senator KErr. We refer to them as the self-employed.
Mr. (onl:N. A much simpler term, Senator.
Senator KErr. If it means the same thing.
Mr. CoJiwN. I think it does, but this is a matter of statistics and

I am not a statisticians, so I use the statistician's phrase, and in the
statistics it is referred to by a name-which we will call the self-em-
ployed. [Laughter.]

Senator Kirti. All right.
Mr. CoUEN'. It, is my recollection that the figure of the revenue gap

in that type of income is over $10 billion, and that, there is also unre-
ported income with respect to rents and other types of income. But
the biggest category is that of the entrepreneurial-I am sorry, of the
self-elilployed income. [Laughter.]

Now withholding, which is proposed with respect solely to dividend
and interest income, and which will attack it gap totaling maybe $3
billion out of this $20 or $25 billion withholding is designed, accord-
ing to the Secretary's statement, to pick up from the 20 percent to be
taken out. from dividend and interest, revenue of $470 million, out of
what the Treasury figures is a total of $850 million of revenue that
would be gained by full reporting of dividend and interest income.
The reason for this difference is that the Treasury figures estimate
that if dividend income were fully reported-the portion that, is not
being reported now, if it were fully reported-would bear an average
tax rate of 41 percent.

Now, that is a high bracket for the average rate on this unreported
(ividend income of some $840 million.

Now, the 20 percent would take out. only 20 percent of that. It is
less that half of the tax due from those who owe the tax and should
be paying it., according to their figures.

Now, th ey say, that-
If we have (dtvidend and interest withholding, we estimate that a great many
of those who are not now reporting their Income are going to come forward
voluntarily and Include that dividend and Interest Income In their returns and
pay the tax above 20 percent.

But I fail to see why merely taking 20 percent off at the source-
no information receipts going to the recipients and no way to check
whose money the 20 percent was taken ouf of-why this will lead
the nonreporting high bracket taxpayer to come forward and now
include his divi dend and interest income in his tax return.

So I say the witholding at 20 percent is taking only it relatively
small amount of the tax tlat is really due from the people at whom
the Congress should be pointing its finger.

Senator KI.% Then maybe we ought to make it 40 percent ,
Mr. Coitiw. That is a possible solution, Senator bu of course, as

soon as you move in that direction, I need not tell you, you are in.
creasing the hardships upon the mass of taxpayers who are now re-
porting their dividend and interest, upon the people who are not sub-
ject to tax.

So the problem is indeed an extremely diffloult one.
Senator Kmui. Do you have accurate figures on how much interest

is paid annually in the United States I ?
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Mr. Coii,', I have the figures which the Treasury has used. These
are extremely difficult. to determine, Senator.

Senator KumR. Do you know low ni ich the total public and private
(lebt is?

Mr. COIURN. No, but. I made an estimate 2 years ago, based upon
studies of the Department of Commerce that the total interest paid in
Ihe United States was in excess of $23 billion. A large part of that
I might say is received by corporations, you see, so we may not be
tlalkinig about that received by individuals.

Senator Km. Let's go to the basic figure.
In order to find out Iow muclh interest is being paid we have got

to know something about how much it is being paid on and something
about. the rate, don't we?

Mr. CoMioN. Yes.
Senator Kpmut. Do you know what the total public and private debt

iii the United States was December 81, 1961?
Mr. CohEN.. I am sorry, Senator, I do not. have the figure in terms

of principal.
Senator K:im. Would you make an estimate?
Mr. ConEN. Well-
Senator KmER. You said 2 years ago that your figures indicated

there was a total of $23 billion interest paid annually.
Mr. COHEN. Yes, and if you would take 5 percent, this would be

something on the order of $400 million, I believe.
Senator Ktmnit. Would it surprise you to know that the total public

and private debt in this country of December 31, 1961, was a trillion
sixty-some billion dollars?

Mr. COENm. Well Senator, it. would not for several reasons. I
obviously am not including in my interest figures tax-exempt interest,
which would involve all the debts of States and municipalities.

Senator KEit. Well you know what that total is?
Mr. ConsN. I would guess $60 billion.
Senator Ki-nn. That wouldn't be too far off. That would leave

then as of December 31, 1961, public and private debt of a trillion
dollars with reference to which the interest paid is taxable.

What would that be at 5 percent?
Mr. Coiipr. 11 am sorry, sir.
Senator Kinn. On a trillion dollars?
Mr. CohiEN. On a trillion dollars it would be $50 billion.
Senator KICnR. Now, you estimate that $48 billion of that reported

by the recipient and taxes paid on it?
Mr. CoitEx. Senator, the effort has been made in working tip these

figures to try to arrive at what interest is received by individuals, be-
cause the gaps that we have been talking about are the gaps in the
reporting by individuals, not the gaps in the reporting by banks, in-
surance companies, corporations, and so forth. No one has estimated
flint there is any substantial underreporting for incorporated persons.

Senator KXnn. Nobody has certified that there wasn't.
Mr. CohnEN. No, indeed.
I have no means of knowing.
The figures, the statistics of income for corporations in 1956-7,

showed total taxable interest received by corporations of $14 billion-
14.5 billion roughly.

Senator Kr.mn. Now, in 1900 when?
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1,r. CoIEiN. 1956-57.
Senator KErR, At that time there was about $800 billion of debt,

so that if the average interest rate were 5 percent, which it was not,
but probably more near 4 5 the corporate income being how much?
Mr, CoHip. $14 456 million.
Senator Krim. Would be less than a third of the interest paid.
Mr. CoUmN. And I have an estimate by Mr. Holland, who is an

eminent economist, made before the Ways and Means Committee at
its hearings in 1959, of total taxable interest received by individuals
and tax exempt organizations of $8.7 billion and that made up my total
of $23,158 million.

Senator Kimtn. According to your figures it would be that much re-
ceived by tax exempt identities and corporations.
Mr, CoHEN. It was the aggregate of individuals and tax exempt

entities which totaled $8.7 billion.
Corporations received $14.5 billion.
Senator KErn. Making a total of $28 billionI
Mr. Coumi. Yes sir.
Senator KEn. ohen the cold fact is that there was in the neighbor.

hood of twice that much interest income by individuals and tax exempt
organizations and corporations or by somebody else?

Mfr. CollEN. Senator, is it possible that the -igures-well no, I was
thinking that there is a peculiarity about these figures because the
Department of Commerce, which gives the figures on which a great
many economists and statisticians rely, has included a figure of so-
called imputed interest.

Senator Km'tn. I don't know what kind that is. Is that a kind of a
form of deterioration that sets in?

Mr. COHEN. My understanding is, for example, that they regard
a bank account in which you may have a thousand dollars on deposit
as deriving imputed interest, say, of $40 a year to an idiv dual
which you don't collect because the bank pays you no interest on your
account since it handles your account without any charge. They build
up an imputed interest figure for the interest that you really ought
to derive on your money on deposit, and these figures lead to great
difficulty in producing estimates based upon interest.

I might say that in the studies that were made-which I tried to
make and which the American Bar Association tried to make-one of
the points that I tried to drive home is that I think it is terribly diffi-
cult to get any reliable statistics that enable one to determine what is
the revenue gap in this field, and what withholding would accomplish
on various bases.

Senator Kmm. I think that is a sound statement. In that connec-
tion, I want to say to you that I think that the estimate that the
Department has given us of the amount of interest that is collectible
and unreported is very much on the low side, because I think in an
economy where there is something like $50 billion of taxable interest,
to estimate that the taxes are paid on 96 percent of it, is a very
optimistic estimate.

Mr. Conw. We don't know whether the interest is being received
by the individuals or whether it is being received by corporations or
charities.
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Senator KXnn. I presume that you had some accurate source of in-
formation on what the corporations were receiving.

Mr. Co~ii~n. Well, I took it out of the Statistics of Income for
Corporations that are published by the Interial Revenue Service.

Senator Kimr Wel, you evidently had some respect for them or
you wouldn't have quoted it.

Mr. Coun. Well, it is the best information I have, Senator.
Senator Kimn. I take the Federal Reserve figures as to the total

public and private debt which I quoted to you.
Mr. COniN. I might say, Senator, that I think that one of the great-

est helps that we could have in trying to decide the best system of
seeing that the revenue is collected hat is due would be to have some
group of persons who have worked diligently In this field in trying to
develop the best system of solving this problem, agree upon the figures
that are available as the most reliable.

I find it extremely difficult to locate the fiugres, in particular with
respect to withholding.

The Treasury Statistics of Income are diversified entirely from tax
returns actually filed. The Treasury has no statistics of income with
respect to income from dividends, interest or other sources that is
received by persons who are not required to file.

This is a very large group of people, who have income under $600
or $1,200 and are not required to file. There are others who are techni-
cally required to file because they have gross income in excess of $600
but who owe no tax and, therefore, in all probability don't go through
the trouble of doing so.

There aren't any statistics, at least, that are publicly available, and
I doubt if the Treasury has any figures, as to the impact of this with-
holding on people who are not now required to file returns or who do
not now owe any tax$

Senator KEit. You know the statements you are now making seem
to me to justify legislation such as we are contemplating.

What you say amounts to telling me that you don't think there is tny
way of knowinghow much interest and dividends are being received
by people on which taxes are not paid.

This sure would identify some of that, wouldn't it?
Mr. Coxim. No, sir; I would like to point out one thing with re-

spect to withholding: t don't believe that withholding identifies any.thin.
Withholding doesn't determine anyone's tax liability. All with.

holding does is to put money in the hands of the Government instead
of in the hands of the payee, but it does not determine what that payee
owes.

My point is that as was said earlier this morning, the public seems
to have the impression this is a new tax, Senator Douglas earlier said
that his mail indicated in many cases a belief that this is a new tax,
and he said, and he is correct, that it is not a new tax,

But I can also understand why the person in a small town who is not
subject to tax, and who is going to have 20 percent taken out at the
source unless he does something to file exemption certificates,. which he
has read about in the newspaper but whic he does not understand,
considers this a new tax, even if he gets it back the following April.
I think it is fair to understand why some people regard this as a newtax.

89190--42,--pt. 5 --- ?
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But, you will never know whether he owes a tax or not just because
20 percent has been lopped off at the source.

Yon have got to go through the filing of a tax return, making this
person report ail his income, all his deductions, calculate
) is tax after grossing up his dividend and interest income and so forth,

in order to determine t at he owes no tax and gets the money back.
Now, this is going to bring onto the record books of the Internal

Revenue Service and the payors and the payees with exemption cer-
tifleate programs and so forth, a very large number of taxpayers who
owe no tax whatsoever.

Now' it may be that the Statistics of Income will be better if we
have withholding in 1965, but I hardly think that that is a reason
for going through this.

I believe that. all of ttis complexity of exemption certificates is a
terribly difficult thing, a1d is going to cause manifold problems for
everyone in the making out of tax returns for the small person who
will not, understand, will not remember, whether he filed an exeinp.
tion certificate for this item or that item. Nor will the Internal IReve-

umte Service know whether or not he filed an exemption certificate for
a particular item of interest or dividendd income.

But it isn't going to catch more than 20 percent of the top bracket
man, who is the perion that we should be concentrating on. We can
eocentriate on those high bracket people by using the automatic data
processing machines and t hese information reports.

You can set those machines to collect the items tlt total more than
a certain amount, and go after those persons. But withholding isn't
going to (10 that.

Senator Kmir. I want to thank the witness for his patience, Mr.
Chairman, and I express my appreciation to him for his frankness.

I must say to him, though, that I am not impressed by the zeal with
which he espouses the propositionn that the Internal Revenue Depart-
ient. go after these fellows that pay more than 20 percent more vig.
orously than they are already going after them, [Laughter.]

The CIIAnTRIAN. The Chair would like to say I think the witness has
made one of the best statements that has been made before this com-
mittee on this question.

Mr. CohEN. Thank you, Senator.
May I say that I had the privilege of growing up almost in your

shadow while you occupied the Governor's char in Richmond. I
wits born and raised there.

Senator KER. That statement is not going to hurt you. You
couldn't figure out some association with me. [Lauighter.]

If you can figure out any association with tie Senator from Okla.
homa, don't fail to make a note of it for the record. [Laughter.],The CIIARMUAN. That accounts for this excellent presentation.

Mr. CoHiN. Thank you, sir.
The CHAInrAN'. We have heard a good deal; I have a couple of

questions.
You have heard a good deal about Mr. Mortimer Caplin this

morning.
Mr. CoTEN. Yes, sir.
The CHAIRMAN. And I can agree with what has been said he is a

great man and he is a greater man because he is a Virginian. We also
lave heard some talk about Mr. Surrey. Well, Mr. Surreywas exam-
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ied at great length by this committee and with respect to his philoso-
phy of taxation, al tie Secretary of the Treasury then wrote the
chairman of this committee a letter which was inserted in the Congres-
sional Record at the time he was confirmed in which the Secretary said
that he had notified Mr. Surrey that he, the Secretary, would e the
tax policymaker of the Treasury.

I say that without reflection upon Mr. Surrey, because he had pre-
vious views which he had expressed some time ago, when he was
younger, I assume, and he indicated that there was some change in
those views.

Now, I want to ask you this, Mr. Cohen, for the purposes of the
record : The staff advises me that the Treasury has estimated that the
withholding on dividends and interest will increase revenues by $050
million; $280 million from dividends and $370 million from interest.
However, the supporting documents submitted by the Secretary show
that only $470 million will be collected by direct withholding. $150
million from dividends, and $320 million from interest. rhe re-
maining $180 million are supposed to result from improved reporting.

I want to ask you this question: Isn't it, likely that the new, auto-
matic, data-processing program will lead to improved reporting, even
if the withholding is not enacted ?

Mr. CojmN. I think it. is inevitable, Senator. I think a very real
effort, is being made by the best minds In the Internal Revenue Service,
nd by tle [est minds among the major payers of income, to make
that system work. I attended yesterday a conference at the InternalRevenue Service about the proposed regulations. I think that the
effort to put that program into operation is going forward with
speed-I would say with all reasonable speed that it might have,
and I have the highest hopes for it.

I made the point yesterday, on behalf of the investment companies
whom I represent, that we are extremely anxious to cooperate and
make that system work, and I think that is the attitude of all who
nre participating in it.

The CHIIAMrtAN. How long do you think it will take to make it
operative to the point where it would be reasonably effective in col.
lecting the taxes that are not now being paid?

Mr. CoxiN. Senator, I think that 't is going to have an effect, an
effect, of very large proportionsi, even before it becomes operative, be.
cause of the publiefty which is being gi'en to it. I think the mail
who is not reporting his dividend and interest income is going to
realize that his days are, so to speak, numbered, and that lie wi be
uncovered sooner or later, and that, therefore, it is time to come for-
ward before those machines go into operation.

I would like to point out one thing that came out of the studies
before the 1'ays and Means Committee 2 years ago, and that is that
when withholding on salaries and wages went into effect in 1944,
it was only 93 percent effective, 92 percent of dividends are being
reported today. Even now, withloldfng on wages and salaries is only
97 percent effective, and I think autoniaHc data processing in the divi-
dend field can acomplish the same thing.

The CHAIRMAN. Do you agree with this statement which the staff
has aiven to me as coming from the Treasury that only $410 million
will be collected by direct withholding
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Mr. CohEN. That is entirely correct, sir.
The CHAiR3AN. That the balance will come from improved report.in I
Vr. CoiEN. Yes, sir. I might also add-
The CIAIRMAN. That will be due a good deal to publicity which

has been given this number proposition.
Mr. COHFN. Yes. If I mnghtadd one other thing, Senator, I believe

that those figures of the Treasury, according to the statement made,
also assume the concurrent repeal of the dividend credit and exclu.
sion, and if the dividend credit and exclusion were not repealed, the
revenue again from the withholding alone would be less.

The CHAIRHAN, You quoted the Chairman as saying on the floor
when this number bill was passed, as I recall it was about midnight,
on the last day of the session and I quoted the Treasury exactly, they
said this numbering system would bring in increased tax revenue of
$5 billion and that Ins been repeated time and time since then. Cer-
tainly progress is being made, people are being given social security
numbers now.

Mr. Conii. Yes, indeed.
The C(ITAIRMAN. And the very effort to do that, and the taxpayer

knows it is being done, is going to make them more careful and more
desirous to make the returns in a way that will not impose upon them
some criticism. I was somewhat impressed by the bill that you had at
the back of your statement in regard to the legislation that was enacted
in the House proposing a severe penalty on those who did not make re-
ports on interest and dividends.

Mr. CoIIzzi. It was introduced in the House Senator.
The CH.ArMAN. It was introduced in the louse; yes, that is right.

That was in 1961. Was any action on it ever taken by the committee?
Mr. Com N. I donotbelieveso sr.
The CHAIRMAN. What disturbs me is the terriflcally complicated

fashion in which these refunds have to be made. As I sait earlier
in the day, for myself especially, and people who make their regular
returns and have no refund of any kind I think withholding 1i de.
sirable, but there are millions of people, who make tax returns. Aren't
there 80 million? Isn't that correct?

Mr. CoHEN. Sixty-some million, I think file returns, there may be a
hundred million people taking into account joint returns.

The CTAIMAN. So tlere may be many of those people who, when
withholding is made have to met a refund.

Many citizens will be unable to make the applications correctly.
I don't want to keep you any longer Mr. Cohen, but here are a series

of questions--five questions-I would like you to answer for the record.
I want you to furnish an answer to the record for those questions.

Mr. Conpn. Thank you, sir.
(The questions and answers referred to follow:)

ANSWERS To FIV8 QUESTIONS ASIxKD sY ORAIRMAN BYRD OF EDWIN S. ConIx,
AppnARIo Apmu 18,1062, oN BzEnAL or I1NvzsTuNT CompAiy INxSeTIT

Question No. 1. Proposed section 8484 provides for quarterly refunds to Individ-
uals under certain prescribed condtUons and limitations. Will you comment fur.
thor on the fairness and adequacy of this provision?

Answer. I believe that there are serious limitations in section 8484 regarding
quarterly refunds of tax overwlthheld on dividend and Interest Income, and that
these limitations materially restrict the relief which the section Is supposed to

2074



REVENUE ACT OF 1902 2075

provide from the hardships of overwithholding. Among these limitations are the
following:

(a) The maximum aggregate amount of quarterly refunds Is determined
by a method which takes into account the standard deduction, but not
itemized deductions. This may produce hardship for persons (particularly
the elderly) who have substantial medical deductions, or other deductions
substantially in excess of the standard deduction.

(b) The maximum aggregate amount of quarterly refunds takes into
account even the standard deduction only to a limited extent. The standard
deduction is permitted in a final tax return to the extent of 10 percent of
adjusted gross income up to $10,000, but the peculair formula of section 8484
restricts the standard deduction for its purposes to 10 percent of the total
of (1) personal exemptions and (2) retirement income (which is in itself
limited to $1,200 per person).

(o) Section 3484 does not take into account the dividend exclusion or
the dividend credit.

(d) Quarterly refunds are not permitted if the gross income of a
single Individunl exceeds $5,000 or that of a married individual exceeds
$10,000. Not only will this rule operate in an unfair and arbitrary manner
but being based upon gross income it will leave substantial problems of
interpretation and application. Apparently it would include the gross
amount of a capital gain without reduction for the fact that only 50 percent
of a long-term capital gain is taken into account for income tax purposes, and
without offset for any capital loss. Thus a single person entitled to a
quarterly refund under section 848 in the early part of a year may become
ineligible for future quarterly refunds if on a relatively minor change in
investments he realizes a capital gain which causes his gross Income to
exceed $5,000.

(e) The peculiarities In the formula for refunds under section 8484
will make It difficult for Individuals to understand, particularly since the
results under the provision bear no necessary relationship to the tax which
the Individuals actually owe or the final refund to which they may be
entitled for the year. The provision would graft a further complication
onto the tax law, applicable especially to low-income and elderly individuals.

() Because of normal fluctuations in dividend and interest Income, It
would require in many cases recalculation of the permissible refund from
quarter to quarter and a final recalculation after the end of the year.

(o) It makes no provision for prompt refund of tax withheld in the
fourth quarter of the year, but requires that refund for that quarter await
the filing of the final return. In many cases where information must be
awaited from trustees or others to permit the preparation of the individ-
ual's final tax return, the actual refund for the fourth quarter may be
delayed for several months after the close of the year.

My effort to study the matter of withholding on dividends and Interest, and
the differences between such withholding and that on wages and salaries, leads
me to suggest that serious consideration be given to revision of the procedures
relating to wage withholding in order to permit Interim refunds of tax with.
held on wages from persons who suffer from unemployment during part of the
year. For example, persons who are subjected to withholding on wages re-
celved in the early part of the year, but who lose their jobs during the year
and remain unemployed for a specified period, should be permitted to receive
interim refunds of the previously withheld tax. At present such refunds can.
not be obtained until after the close of the year, and such an amendment of
the law might be of material help to those who are unemployed.

Question No. 2. The proposed withholding of tax on dividends and interest
Is proposed to be made without requiring receipts to be Issued to payees. It
has been suggested by some that this is an inducement to fraudulent practices.
Do you share this concern?

Answer. There is a serious problem involved In the possibility of erroneous
refunds being allowed under the type of withholding proposed for dividends
and Interest. No information receipts, such as are Issued on form W-2 for
withholding on wages and salaries, would be issued to recipients of dividends
and Interest, and hence none would be available for attachment to their tax
returns. This is an especially serious problem In view of the fact that the
proposed law would permit a substantial number of persons to file exemption
certificates with their payors and thus obtain payment of dividends and interest
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without withholding. Payees may file such certificates with some payors and
not with others: or file them with a particular payor for only lrt of the year.

Since dividend and interest income so frequently represents an aggregation
during the year of a number of separate small items of Income, the absence of
Information receipts will create much difficulty for the reelphmnt, and for the
person assisting In the preparation of his tax return, In making out a correct
return or claim for refund; and the Internal Revenue Service will have manifold
problems In ascertaining the correctness of a large volume of refund clais.

One need not point particularly to the possibility of fraud in the filing of
refund claims; even without regard to Intentional fraud, It Is obvious that
many errors in claiming and allowing refunds will be made as it result of hind.
vertence and mistake under a system in which no Information reeelpts are
available. On balance, experience Indicates that taxpayers' mistakes tend to
favor the taxpayers rather than the Treasury.

The risks to the Treatisry in permitting refunds without Information receilpts
tre discussed at some length in my letters appearing iln the printed transerlit
of the hearings of the Ways and Mfeans Committee iln May 1001 on pages 2431-
24.45 and 2479-2485.

Question No. 3. Under the proposed legislation (sec. 8484(a)) a refund of
tax will be made only If the amount claimed and allowable exceeds $10. Will
you comment on this?

Answer. The $10 minimum refund requirement Is apparently designed to
reduce the expense to the Treasury in processing small refund claims, and to
mark a line below which the amount Involved for the recipient is not likely
to produce hardship. The postponement of the refund, however, beyond the time
when the matter is fresh In the mind of recipients may lead them to neglect
the filing of refund claims tt a later date, and produce an unjust enrichment
of the Treasury at the exlwnse of lowincome individuals.

Question No. 4. The Treasury Department has stated that it will use spot
cheeks, on a lostrefud basis, of tle qutarterly refund claims. What problems
do you see In this?

Answer. It has been proposed, as I understand It, that lit order t~j millilllze
the making of excessive refunds for tax allegedly withheld on dividends and
Interest, the Internnl Revenue Service would Investigate a limited number of
the cases after the refunds have ben granted. I do not know of any statement
as to tile number of refunds which would be so Investigated. Obviously If
they were few In number, this technique would not be effective; and If the
number were large, It would be expensive and thne consuming. Presulably
this would be (lone by the Internal Revenue Service checking with the payors
of dividends and Interest as to the amount of the payments made to the re.
clplent, and ascertaining whether an exemption certificate was filed and tile
amount of tax withheld,

In most Instances this would have to be handled by correspondence between
the Service and the payers. There would be difficulties in matching the name
an(t address of the talayer on the records of the Internal Revenue Herviep
with the name and addremi of the registered owner of the stock or bond oil the
records of the payer. The process would seem relatively expensive and time
consuming for the payers, the payees, and the Service. In most Instances tihe
amounts of ndjustments required would be so small, and so likely to be due to
Inadvertent mistake, that spot checks would seem to provide relatively little
protection to the Treasury against a substantial volume of erroneous refunds.

On the other hand, without withholding, the autonmtic data, processing
machines could aggregate the amount of dividends nnd Interest received by each
Individual according to his taxpayer account number, and enable the Service
to concentrate upon those taxpayers who, In the aggregate, have substantial
amounts of dividends and Interest omitted from their tax returns. The machines
would also furnish the Service with a ready means for automatic billing of
Individuals In lower brackets who omit from their returns Interest, dividends,
and other income reported to the Service on Information returns, The knowledge
of the existence of the machine op*ration and of the coming use of tnxpayer
account numbers, and the Imposition of a penalty npd extension of the statute
of limitations as proposed ili my statement before the committee, would, I tlink,
eause a large number of presently nonreporting taxpayers to come forward and
voluntarily report their dividend, Interest, and other income.

Question 5. What problems do you see where dividends or interest are paid
to a trustee who i required to currently distribute all trust Income?
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Answer. Under the proposed withholding system in the pending bill, neither a
trustee nor an executor is permitted to file an exemption certificate with his
payer or obtain a quarterly refund. It is apparently Intended that the belle-
flelary of a trust could obtain n quarterly refund, subject to the substantial limi-
tations on quarterly refunds mentioned In my answer to question No, 1. Except
to the limited extent that a beneficlary of ni estate or trust could obtain a quar-
terly refund, the provisions of the bill could Inpome a substantial hardship upon
low-income beneficiaries of estates or trusts. This would be particularly true
where the trustee has no power to invade the principal of his trust to finance the
beneficiary during the period from the withholding of the tax until the allowance
of tile refund.

Por example, if an elderly person has no independent means but is the sole
income beneficiary of a trust, she may owe no tax because of medical deductions
lor otherwise; but she could not file an exemption certificate and for various
reasons she might be Ineligible to file a quarterly refund claim. Under these
circumstances lit the first year of operation of withholding, her Income would be
reduced suddenly by 20 percent, and the trustee might be unable to distribute to
het any of the principal of the trust as an advance against the refund which
would be allowable to her in the following year.

Some of the hardship that might be Involved for low-income beneflelarles
might be reduced for the future by providing In trust agreements that the
trustee may advance to the beneficiary out of principal of the trust nit amount
equal to tile withholding tax oil the Income of the trust; but this solution
would not be available under most trusts now in existence which do not permit
distribution of principal.

It might also be noted that the proposed legislation would substantially com-
plicate tile administrative and accounting work of trustees and executors, par-
ticularly so with respect to tile giving of Information to beneflclarles to enable
the latter to prepare their tax returns correctly.

The CIIAIRMAN. The committee will recess until 2:30.
(Whereupon at 12:50 p.m., the committee stood in recess until 2:30

p.1,, the same day.)
AFTERNOON SE881ON

Senator CURT1S (presiding). Our fist witness this afternoon is
Senator Hi rain L. Fong of Hawaii.

Please proceed Senator Fong.

STATEMENT OF HIRAK L. PONG, A U.S, SENATOR FROM THE STATE
OF HAWAII

Senator FoNo. Mr. Chairman and members of the committee, I
deeply appreciate your courtesy and kindness in affording me the op.
portunity to present it statement on the withholding provisions of
the tax bill before you, H.R. 10650.

At the outset, may I say I oppose the plan to withhold a fiat 20 per-
cent of dividends and interest as provided in section 10. In my
judgment, such withholding will work great, hardship and depriva.
lion on millions of people with small incomes-the small mver, the
retired individual, the widow living on annuities. The cumbersome
and tardy partial remedies provided in the bill are insufficient to pro-
tect these individuals.

Moreover, the redtape involved in the withholding, exemption, and
refund procedures of this bill will not only add immediately to the
operational cost of dividend- and interest-paying institutions, but also
mnay have far-rehing adverse repercussions on out' Nation's economy.
It is quite conceivable the withholding program may discourage sav-
ings and discourage investment on the part of millions of Americans.
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Should that occur, the cumulative impact could seriously inhibit the
economic g-rowth of our Nation.

Mr. Chairman, there is no question about it, the withholding plan
has created widespread alarm. I have received more mail from the
people of Hawaii protesting the administration Ian to withhold 20
percent of dividends and interest than on any other issue before the
Con gress.

Most of my protesting constituents say they are of modest means
and depend upon interest on savings and dividends to build up a little
nest egg or to supplement their social security or private retirement or
pension annuities in order to pay for the necessities of life.

So, great is the concern of the people of Hawaii regarding dividends
and interest withholding that I have made a personal study of the
privisions in the bill passed by the House now pending before your
committee.

What I discovered dismays me. Billed as a "simple withholding
device to catch tax dodgers by collecting in advance taxes that will
be due an ,way," H.R. 16050 is quite the contrary.

One, it is anything but simple. Forty.six pages of complicated,
technical language are required-to write the plan Into statutory form.

Two, it will collect millions of dollars in taxes that will never be
due the Government.

Three, it will not catch tax dodgers.
As for its alleged simplicity one need not be a tax expert to foresee

that execution of this withholding proposition will be nightmarish-
to each of the millions of Americans affected, to each of the thousands
of banks, corporations, savings and loan associations, and other payers
of dividends and interest, and to the Government itself which must
administer this tax monstrosity.

It is difficult to exaggerate the added burden on people and business
and Government that will result if the withholding proposal becomes
law. *The difficulties and drawbacks are readily apparent to anyone
who looks behind the advertising claims on behalf of the administra-
tion's dividend and interest withholding plan.

Just what doA. the plan provide?
This so-called simple plan requires that payers of interest, dividends

and patronage diviaenas must withhold one-fifth, or 20 percent, of
each and every dividend or interest payment they would* otherwise
make.

With this requirement, once more business is made tax collector for
the Federal Government. Every business, every bank, every coopera.
tive paying dividends or interest will need to'compute 20 percent of
every separate dividend or interest entitlement, subtract this -20 percent
amount, and derive the net amount to remit to stockholders, share-
holders, savings account owners, and so on.

To make the plan more palatable to payers, the bill does not require
the payer to furnish the recipient a statement of the gross amount of
dividend or interest due him, the amount withheld under the 20-per.
cent rule, and the net amount remitted.

Neither is the payer required to furnish to the Internal Revenue
Service a list of the names and addresses of those to whom dividends
or interest were paid nor a statement of gross amounts due, amount
withheld, and net amount paid.
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Under the present withholding of wages and salary, every employeeis furnished a statement of gross wages,Federal tax withhold, and net
wages. Copies are furnished for the employee to attach to his Federal
income tax form.

But under the dividend- and interest-withholding plan, instead of
having receipts showing this breakdown for income tax purposes
every taxpayer will have to compute the amount of withholding and
the gross amount due him as interest or dividend.

Obviously, the Federal income tax form is going to be made more
complicated and the American people are going to-ave further coin-
plicating rules and regulations to confuse and- confound them.

But this is not the total story, by any matter of means. The bill
recognizes that a straight 20-percent withholding will result in massive
overwithholding--in other words, will collect taxes from great num-
bers of people and or anizations who either have no tax liability what-
soever or who have loss than 20 percent tax liability.

Therefore, the House bill provides two features in an attempt to
soften the impact: exemption certificates and quarterly refunds.

Certificates exempting dividend and interest payments from 20 per-
cent withholding may be filed by persons under 18 years of age, and
by persons 18 and over provided they anticipate no tax liability for the
year.

EXEMPTION CERTIFICATES

Thus, to avoid withholding on dividends and Interest, persons under
18 years of age are required to file exemption certificates with each
payor--that is, with eachi bank each savings and loan association, and
each company paying dividends.

Persons 18 years or older who do not expect to owe any Federal i.
come tax whatsoever and who therefore wish to be exempt from the
automatic 20 percent withholding must file an, exemption certificate
each and every year with'each and every payor from whom they
anticipate receiving dividends or interest.

Even if this were not enough to deter the average man who is
neither a lawyer nor tax expert, there is further deterrent in the
penalties provided: persons filing exemption certificates may later find
themselves subject to $500 fine or 1-year imprisonment if they are
found willfully to have filed false information.

I have not yet exhausted the drawbacks of the withholdingplan.
Exemption certificates are available only for certain kinds of dlvi ends
and certain kinds of interest The bill provides exemption certificates
are no good in the case of (1) "bearer" or registered corporate bonds;
(2) transferable bank or savings and loan certificates; and (8) U.S.
Government bonds other than series E, for which special provision is
made in the bill.

'In the case of a $75 series E bond which a person seeks to cash at
maturity, expecting to receive $100, only $95 would be paid him under
the 20 percent withholding plan. The bondholder would not receive
a withholding certificate but only assurance that if his $5 is not subject
to Federal income tax he can ie claim for a refund. Or, if he does
not expect the $5 would be subject to income tax, he can sign a cer-
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tiflcate to that effect and receive the full $100. Again, there is no
reporting by the cashing agency to the Internal Revenue Service as to
the person from whom funds were withheld in redeeming series E
bonds.

In the case of churches, charitable foundations, labor unions, and
other organizations now exempt from Federal income taxes, they will
be unable to exempt themselves from dividend withholding. They are
entitled to use exemption certificates only in the case of bank interest.

As to joint accounts, the bill is not explicit. A Treasury regulation
must be forthcoming to see if and how exemption certificates will work
in the case of joint accounts and joint ownership of stocks and bonds
on which interest, or dividends may be paid.

It. takes little imagination to see the flood of papers and redtape in-
volved in withholding and exemptions, to say nothing of the confusion
all around. It is significant that last year in public hearings before
the House Ways and MeAns Committee the a inistration opposed
exemption certificates as making the withholding plan "unduly com-
plex.' Pages 11, 89, and 2770 of the printed hearings last year reveal
the administration's opposition.

This year, Treasury officials sanction exemption certificates although
nothing has happened in the interim to render the system any less
complex.

QUARTERLY HEUNDS

Now to continue explaining the so-called simple 20 percent with-
holding plan on dividends and interest. In another effort to relieve
hardship caused by Government withholding, the House bill provides
for quarterly refunds in cases where the Government withheld too
much tax.

Since persons expecting some tax liability may not file exemption
certificates, they are permitted to apply for quarterly refunds pro.
vided they expect their tax liability to be less than the amount of the
withholding.

Now the plot thickens. Three and one.half pages of complex Jan.
guae govern refunds.

First, the Internal Revenue Service will refund only amounts ex-
ceeding $10.

Second, refunds are not available for a child "unless at the time the
claim for refund is filed, he reasonably expects that no deduction
would be allowed for him under section 151(e) (1) (B)." This sec-
tion consists of two long pages of fine print in the statute.

Third, in order to claim a refund, each individual must compute the
refund to which he is entitled. Remember, lib has no receipt from
those who paid him dividends or interest showing the gross amount,
the amount withheld, and the amount remitted to him.

The bill spells out what his refund allowance is, as follows:
The refund allowance of an Individual as of the time the claim for refund

Is filed is an amount equal to the excess, If any, of-
(1) an amount equal to 22 percent of-

(A) the total of the deductions which, on the basis of facts existlng
at the time the claim for refund Is flied, such Individual would be
allowed for the taxable year under section 151 (relating to deductions
for personal exemptions), plus
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(B) In the case of an Individual who, at the time the claim for refund
Is filed, reasonably expects that he will be allowed a credit under sec-
tion 87 (relating to retirement Income) for the taxable year, the amount
which, at such time, such individual reasonably expects to be the amount
of his retirement income (as defined In section 87(c) and as limited by
section 87 (d)) for the taxable year, less

(0) the amounts (other than amounts on which tax is required to be
deducted and withheld under this chapter) which, at the time the claim
for refund Is filed, such individual reasonably expects to be Includible In
his gross income for the taxable year ; over

(2) the amounts of tax with reslect to which an allowable claim for re-
fund has been previously filed under this section during the taxable year.

With that simple little provision, I believe we can safely say we
have bewildered t ie individual on his quarterly refunds.

In the case of corporations and tax-exempt organizations subject
to withholding of dividends or interest due them, there is provision
allowing the organization to calculate its current refund entitlement
and subtract this amount from money it is withholding on dividends,
interest, or wages due to others.

Those corporations or tax-exempt organizations subject to with-
holding on dividends or interest they receive who do not withhold from
dividends, interest, or wages they pay out, could not avail themselves
of this fast bookkeeping refund. They would have to file for a quar-
terly refund from the Internal Revenue Service.

Even if Internal Revenue Service refunded to them within 1 month
after the end of the quarter, this would mean colleges, churches hos-
pitals, labor unions, pension funds would lose 1 month's use o) this
money. In other words, they would lose 1 month's interest or other
revenue produced by investing their funds. And there is no assurance
refunds would be made as promptly as 1 month.

MOUNTAINOUS PAPERWORK

The administration estimates more than 850 million dividend and
interest accounts will be affected by the 20 percent withholding plan,
assuming withholding applies only on quarterly dividend or interest
payments of $10 or more.
aIf we add to this all the other holders of Federal savings -ns,

the patrons of cooperatives, those receiving interest or dividends from
insurance companies and so on, where the amount of withholding is
less than $10-there will be at, least 500 million accounts involved- in
withholding. The bookkeeping and paperwork involved in the plan
would be astronomical in volume.

OVERWITRUOLDINo

There is no question but that the Government will collect great
sums of money to which it is not entitled. Administration witnesses
readily admit there will be overwithholding. But they excuse this on
the ground that there is even greater overwithholding in the existing
system of withholding from wages and salaries.

At present, some 9,300,000 tax returns reflect dividend and interest
income. According to administration estimates, some 22 500 000 re-
turns ought to show receipt of interest and dividends. 6f the 221
million, ate administration concedes there may be overwithholding ii
2 million cases,
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Overwithholding is defended in part by pointing out that 87 percent
of tax returns where wages are withheld req ire a refund. In many
cases, however, wage earners voluntarily wish to have the Government
withhold more tax than due so as to receive a refund for the Year.
This is a kind of self-imposed savings system. Then when April 15
rolls around each year, the wage earner does not have to pay additional
taxes.

Moreover, withholding of wages relates to income and applies only
after deductions and exemptions are considered. Withholding of
interest and dividends will be at a flat 20 percent irrespective of income
and without allowing for deductions. Exemptions will be allowed
only in cases where persons are eligible to file exemption certificates.

It sounds fair for the Government to take 20 percent from every
interest and dividend payment, but it is not actually fair to take 20
percent from persons who have no tax liability. It is not fair to take
20 percent from persons who have less than 20 percent tax liability.
It is not fair to take only 20 percent from persons who have greater
than 20 percent tax liability.

Exemption certificates and quarterly refunds only partly alleviate
the unfairness inherent in the 20 percent withholding plan. Exemp-
tion certificates are available to a limited number and quarterly re.
funds involve delays and redtape. Where the sums to be refunded
are small many people will not go to the bother of filing refund claims
and the government will receive a windfall.

In the case of larger refunds due, the cumbersome refund process
will work real hardship on many perons relying on dividends and
interest to help pay their current bills fa r food, clothing, shelter, and
other necessities. It will work real hardship on smrtl savers putting
some funds aside for that rainy day wheii calamity may strike.

As for catching tax dodgers we must all understand that the pro-
posed withholdin system will not add the name and address of a
single tax dodger fo, tie tax rolls for the simple reason that the payers
are not required to furnish the names and addresses of those to whom
they paid Aividends and interest. Without this information, Internal
Revenue Service has no way of matching the taxreturns of individuals
and organizations against listed divi.end and interest payments of
banks, corporations savings and loan institutions, and the like.

Without such information, Internal Revenue Service will not be
able to check the claims for refunds. The door is wide opef for
fraudulent refund claims.

A tax dodger liable for more than 20 percent Federal income tax
would be very happy to have only 20 percentewithheld, knowing ]ow
difficult it would be for Internal Revenue Service to ascertain how
much additional he owes on dividends and interest.

No one condones the failure on the part of anyone to include tax-
able dividends and interest in tax return. The withholding plan will
not catch the tax evaders, however.

In fact, dividend and interest withholding will be a hit-or-mis
operation until the internal revenue system becomes more fully auto-
mated-in 1966 under current plans. Then the automatic data
processing system will be able to match names and addresses of those
to whom dividends and interest are paid from form 1099 now filed by
payers with tax returns filed by the recipients. This will locate the
tax dodgers, and withholding will be unnecessary.

2082



REVENUE ACT1 OF 1982

SUMMARY

To sum up my objections to this ill-advised withholding plan:
First, it hurts most the little man depending on dividend and inter-

est income to pay his daily sustenance or to Kulld rainy-day Savings.
This is about as close as Government can come to robbing a man of fle
wherewithal for his bread and meat. By applying a constant 20-per-
cent rate to people regardless of whether they are in the zero to 91 per-
cent bracket is grossly unfair.Second wit holding would rob tax-exempt Institutions like hos-
pitals ana colleges as well as pension funds of one or more months'
usage of this large part of their income.

Third, it will result in a tax windfall to the U.S. Government be-
causo people entiled to exemptions and refunds will not know they are
so entitled or will be unable to figure their status or claims or will be
discouraged by the multiudinous forms to be filed.

Fourth, withholding may very well build up resentment both against
investing in interest- or dividend-producing enterprises and against
the Government tax system. Small investors might turn away from
savings accounts, stock purchases, savings and loan accounts, mutual
savings, banks, and cooperatives. Withholding may very well en-
courage people to withdraw their savings and put them into tax-
exempt bonds or keep them in a safety deposit box or under the mat-
tress or in an old sock.

Fifth, the withholding plan proposed carries with it operational
and clerical problems to paying banks and corporations, to recipient
individuals and organizations, to say nothing of the redtape for Gov-
ernment. It would produce one gigantic headache from Maine to
Hawaii and Alaska to Florida.

Sixth, it would greatly complicate the already complex Federal in-
come tax form by adding more items to be re ord. It would greatly
increase the number of computations each axayer must make. It
may well jeopardize voluntary compliance with the self-assessment
features on which the success of our tax system so heavily depends.

Seven, it will not add to the tax rolls the name of a single tax dodger.
In 4 years, a much better checking sstem than withhol'ling will be in
full operation to uncover those failing to report dividends and inter-
est. Once that is fully effective, wi hholding will be unnecessary.
Why saddle the Nation with withholding redtape, inconvenience, and
in many cases-real hardship-when a better remedy is at hand.

Moreover, proponents claim withholding will bring in $650 mil.
lion of so-called lost revenue of $850 million a year. How much of
the so-called lost revenue the Government is entitled to no one can say
for sure. Neither do they estimate how much of the $450 million will
be money to which the Government is'not entitled.

Surely a better way to raise $650 million revenue can be found than
this one which will confuse and harass millions of American people
and add greatly to the cost of business and savings institutions and
tax-exempt organizations in America.

There are still tax loopholes that could be closed to produce revenue.
More internal revenue agents could be hired to go after tax dodgers.
We have not by any means exhausted the revenue-p roducini possi-
bilities--possiblities which would be far more equitable and resi bur.
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densome than the prepoed 20) percent withholding of dividencR Anm
interest.

I strongly urge the Senate Finance Committee to reject the with.
holding portion of the House bill and write a better bill for Senat
action.

Senator Cuvrns. Thank you very much, Senator Fong.
Is Mr. Magovern hero?

STATEMENT OF JOHN 1. MAGOVERN, JR., ON BEHALF OF THE
AMERICAN LIFE CONVENTION, THE LIFE INSURANCE ASSO0IA-
TION OF AMERICA, AND THE LIFE INSURERS CONFERENCE

Mr. NIAuOvERN'. Mr. Chairman, my name is John J. Mfagovern, Jr.
I am executive vice president of the Mutual Benefit Life Insurance
Co.

I appear today as chairman of the Joint Legislative Committee of
the American Life Convention and the Life Insurance Association of
America, and on behalf of the Life Insurers Conference. These three
organizations have a membership of 355 life insurance companies in
the United States and Canada, representing 94 percent of the legal
reserve life insurance business in the United States.

Mly statement will deal with section 19 of H.R. 10650, relating to
withholding of income tax on interest and dividends. Under this
section, as explained on page A141 of the House committee report,
life insurance companies would be required to withhold on (1) inter-
est on the proceeds of an insurance policy which are held by an in.
surer under an agreement to pay interest thereon; and (2) interest
with respect, to policyholder dividends held by an insurance company.

In the case of life insurance companies, these provisions would ie.
suit in serious administrative difficulties, as well as burdensome ex.
penses which must be borne ultimately by policyholders and bene-
nciaries.

There are approximately 120 million policyholders in the United
States. The policies they hold involve millions of individual interest
items each year, many of them quite small. A majority of these in.
terest commitments are inherently more complex than those in other
types of business where the interest is payable at fixed rates and at
stated dates, and is readily separated from the principal on which tile
interest is based.

The interest items under a life insurance'policy arise from a series
of related contractual provisions, many of which are interdependent.
Other and different benefits may depend upon this interest.

Senator Cuirns. I would like to ask you a q question right there.
According to the House bill would you have to withhold interest that
by contract you were not obligated to pay at that timeI

M . MA0oovEN. We would have to withhold on interest to the extent
that we are obligated to pay or credit according to the House bill.

Senator Curis. Even credit?
Mr. AooVTR. Yes sir, And I will deal 'vith that subject under

the question of policyholder dividend accumulation accounts where
we credit it the interest item does not go to the policyholder but it is
just credited to the dividend accumulation, account. I will heal with
that at some length, Senator, because of the real problems that atre
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involved in such a withholding, legal as well as practical, and the busi-
ness practicalities.

Senator CURTIS. That involves a tax on, an income tax on, the pro-
ceeds of life insurance.

Mr. MLAoovFRN. These are dividends received by policyholders on
policies which have not yet matured,

Senator CURTIS. I understand that.
Mr. MA OoERN. Yes.
Senator CURTIS. But a contract for life insurance is one where the

insured agrees to pay so much and agrees to credit him with certain
things, that is the company does that go into the mechanism of com.
pound interest, which is part of his purchase price, and it is paid as a
death benefit and he has no income or he receives nothing, we will
assume it is that tylpo of policy that he pays on, and a death benefit is
paid. On the payi ng side, that is not income to him.

Mr. MA0oVINs. Tiis could have a very serious effect on the amount,
proceeds, and method that would be available upon the death of the
insured, and the bill, so far as it relates to the amount that is to be
plaid out to beneficiaries under interest options, would also require
withholding oil that.

There are two main facets of this bill as it hits the payments being
made by life insurance companies.

Senator CURTIS. It involves a number of dollars that the insured
has to pay to the company.

Mr. M,%OOvFRN. That is right; Tes, sir. It could do just that.
Senator CURTIS. Which is certainly not income to him when he buys

Mr. AMIoov'N. That is one of the legal questions that is involved
here and that we are disturbed about, Senator.

Senator CURTIs. Go ahead. Excuse me for interruptig.
Mr. MAGOVZRN. We think there is a very serious question involved

here and it will probably have to go to the courts; you are quite
ri .'

Jonsequently, any attempt to apply withholding to this interest
may have a detrimental effect beyond the mere subtraction of the
amount withheld.

INTEREST ON POLICYIOLDER DIVIDEND ACCUMULATIONS

Nowhere is the problem of withholding more acute than in the area
of policyholder dividends left with lifi insurance companies to ac-
cumulate at interest. There are millions of such dividend arrange-
ments and the average interest added to each is only a few dollars a
year. Actually, many of these interest additions amount to only a
few cents each. One company alone holds over 2 million such accounts
and the average withhblding in this instance would be 76 cents. Even
if there were no complications or individual variations in handling,
it is obvious that the cost of withholding would be high in relation to
the amount collected.

The application of withholding to dividend accumulations also
involves a serious legal problem as to the time this interest becomes
taxable.

This is the point, I think, you asked me about. Since the interest
is accumulated rather than piid,' it is taxable at the time of crediting
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only if it has been constructively received by the taxpayer. The doe,.
trine of constructive receipt applies only if the income may be ob.
tained by the taxpayer without the loss of substantial rights. The
application of this doctrine to interest on accumulated policyholder
dividends is by no means clear under the decided cases

This uncerainty arises because the interest so credited becomes a
part of the policy and may be utilized in a number of ways for the
policyholder's benefit. Even though the amounts of interest in some
cases may be small, over a long period of time they can have an im.
portent bearing on the rights ofthe policyholder.

One of the most important rights is the application of these amounts
to keep the policy in force on nompaymen of premiums and to in-
crease the duration of extended term insurance available in the event
of premium default. Alternatively, the accumulated dividends and
interest may be used at the time of settlement to provide benefits un-
der policy settlement options at guaranteed rates.

Senator Cuwrxs. Let me ask you this: Was it the intent of the House
of Representatives to impose a tax not now imposed or was it the in.
tent of the House of Representatives merely to deal with the mechan.
ics of collecting a tax on items of income that are now subject tore! ortinsr I'Mr. M^oovFi I would say that the House of Representatives in

this case, in the enactment of this bill, assumed that the Interest items
on these accumulated dividends were subject to tax, because the policy.
holders may have been free to withdraw them as they would in a
bank account. But I think this is a failure to understand precisely
what is involved.

Senator Cmms. Do you know of anybody who reports the interest
accumulations on his life insurance currently, annuallyI

Mr. A AoovwR.. I would say that there are-we furnish that infor.
mation on occasion to policyholders, and they may well report that.

Senator Cnrrxs. It is on matured policies.
Mr. MA0oVFJR. No; oh, no. On matured policies we are more sure.

But this is the policy that is still in effect. The accumulated dividend
is kept with the company interest is credited.

Now from eorrespondence we have had, indications are that the
Treasury has felt that this is subject to income tax and, as I will ex-
plain in the statement, they have not yet really, we do not feel they
have, clarifled the situation.

Senator Cunxs. All right, proceed.
Mr. MAGovnRN. Because of these valuable rights, which are for.

feited if the polioyholder withdraws the account, .here is serious doubt
that the interest is constructively received when it is credited. This
question has rp to date been satisfactorily answered. The Treasury

epartment is reported to have been working for some time on either
it ruling or a proposed regulation on this subject, but nothing has as
vet been issued. In any event, a controversial issue of this sort can
be settled only by the courts. Since there are Variations in con-
tract provisions court decisions interpreting what is a "valuable right"
may not be uniform. This further underlines the difficulty of apply-
ing the withholding procedure to these interest accumulations,

Aside from the -legal question involved, if it is assumed that the
interest is taxable when credited, withholding would irrevocably im.
pair valuable policyholder rights. This accumulation is nota deposit
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account in which amounts once withdrawn can be replaced. With-
holding would operate as n automatic and involuntary withdrawal
Iby the policyholder.

The funds would not be available, for example, to support any of the
rights previously mentioned. It would seem that policyholders should
he permitted to pay their taxes from other funds in order to preserve
these valuable rights. They should not be forced into a withholding
system which automatically destroys those rights.

If a determination should eventually be made that the interest is
taxable at the time the accumulation account is actually distributed,
withholding at that point imposes even more serious problems. On
fhe life insurance company's books, once interest is added it becomes
inergedwith the past accumulations and loses its identity. To take
each account back and reconstruct the history of interest credits over
a period of many years, possibly the lifetime of the policyholder,
would involve almost insuperable burdens and expenses to the com-
Ipmy. TIhe policyholders, of course, do receive an annual statement
from which they can maintain a record of the interest accumulations.

The difficult and costly problems inherent in a withholding system
alpplicable to interest on dividend accumulations would be further
fal(1'ieased and made even more unworkable by a system of exemption
vrtiflcates as contemplated by section 19 of the bill. This proposal
completely departs from the principle of a simplified withholding
system original announced by the Treasury Department, particu-
lirly when applied to millions of these small dividend accunmulation
agreements.

Fully automated life insurance companies will not be able to
establish within their systems a l)rocedure for handling withholding
with exeml)tion certificates. There are three different types of exemp.
tion certificates each with its distinctive problems. In the ordinary
case, the annually filed exemption certificates would have to be handled
manually each year. In the case of individuals under age 18, the
exemption certificates would normally be handled manually only
twice, once when filed and again at age 18. A third form of exemp-
tion certificate-that which ie Secretary may administratively keep
in effect for an indeterminate period until such time as the individual
expects once again to pay a tax-involves further problems which
camot now be predicted. These manual processes would be expen-
sire, and would defeat many of the cost savings and other benefits
uuiticipated by the companies in their large investments in automation.

Exemption certificates filed annually would often come in after the
dividend accumulation punchcards had been run and would cause
another dislocation in administrative handling. Premium notices
with which accumulations and interest are associated are normally
made up by life insurance companies some 6 or 8 weeks before thefr
die dates. The laws of many States require that the notices be mailed
a stipulated period in advance of due date. If an exemption certi-
fiate came in after the notice was printed or mailed, it would require
additional individual attention and manual processiM,.

Moreover, many life insurance companies do not have automatic
data processing machines. For them theproblem of handling exemp.
tion certificates would be even more serious.

If the committee does decide to impose withholding on interest on
policyholders' dividend accounts, we strongly urge t nt the exemp.
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tion certificate system not be extended to this interest. Such an
exception is justified not only by the unusual difficulties and expense
that would be involved in this particular instance, but also by the
fact that the very reasons for the certificates do not apply since the
policyliolder clearly is not relying on this income for his current
needs.

INTEREST PAYABLE UNDER POLICY SETTLEMENT OPTrIONS

The apl)plication of the proposed withholding system (with provision

for exemption certificates) to interest payabl e to beneficiaries and
retired individuals under policy settlement options would add subi-
staiitially to the administrative difficulties and expense. A relatively
high percentage of these individuals have no income tax liability.
Time resulting administrative expense would be abnormally high for
the group, since life insurance companies would be handling a
relatively large volume of exemption certificates.

On the other hand, withholding on settlement ol)tion interest with-
out exemption certificates hardly seems to be the answer. In the
case of a widow receiving $300 of interest each quarter, withholding
wouhl deprive her of $60 for a period of 3 months, at the end of
which time she would he required to file a claim with the Government
for a refund. This could create a serious hardship to the individual
in many cases. Moreover, if an exention certificate procedure is
to be adopted for other institutions, li'e insurance companies would
want to operate under the system with respect to these settlement
Ol)tio paymelits.

The position of the life insurance business with respect to interest
payments under settlement options is unique in that it would be deal-
ilg almost exclusively with a group composed of widows and elderly
1peol)le, many of whom 0do not have taxable income in excess of exemp-
tions. The *question arises as to whether it is practicable or socially
desirable to apply withholding to a group of this kind. Some of the
hardslhil)s which might result from withholding would, of course, be
overcome by a system of exemption certificates, but, the processing of
such certificates would involve substantial expense, which wouldre-
duce the interest payable to the settlement option payees. We ques-
tion whether the improvement in revenue collection from this group
through the application of a withholding system would be sufficient
to justify the additional expense together -%ith the hardship and in-
convenience that would be imposed on these individuals.

WIT1]]IOIf)lNO ON INVEST31ENT INCOME PAYABLE TO LIFE INSURANCE

COMPANIES

The withholding of 20 percent of investment income payable to life.
insurance companies wouvid produce an income loss to the companies
without commensurate benefit to Federal revenues. Although the
quiarterly refund provision of the bill would help to reduce the rein-
vestment los., it would still be substantial in the case of most, com-
panies. It is also apparent that the purposes af the withholding leg-
islation certainly do not apply here since there has been no problem ii
collecting taxes from life insurance companies. We hope that your
committee will carefully review the justification for applying with-
holding to the investment income of iife insurance companies.
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One other point requires comment. The bill provides for withhold-
ing on interest on corporate bonds, debentures notes, and certificates
with interest coupons or in registered form. We interpret this lan-
gua ge and the Ways and Means Committee report to mean that interest
on direct placement loans would not be subject to withholding. The
associations have received a number of inquiries on this point, how-
ever, and we therefore suggest that, should the bill be reported favor-
ably, your committee confirm this interpretation in its report.

SUMMARIY

To sunmarize our position:
(1) Thle proposed withholding procedure should not be applied to

interest on dividend accumulation accounts. If applied to such ac-
(ounts, exemption certificates should not be made available.

(2) Withholdinir should not be applied to life insurance policy
interest option.s. If applied to such accounts and an exemption cer-
tificate procedure is a(lopted, such certificates should be available to
interest option payees as now provided in the bill.

(3) Withholding should not be applied to investment income pay-
able to life insurance companies. If applied, the status of interest on
di-ecet placement loans should be clarified in the committee report.

Recoeniindations (1) and (2) can be achieved by eliminating sub-
lin 16o.ph (4) from proposed section 3452(a) thus excluding from
withho~lig-
Ilteret oll 1n11ounts hold by an insurnnce company under an agreement to pay
Initere'st thereon,

IIQcomm mltion (:3) can be achieved by excluding life insurance
vo.),It, 1' incone froii the provisions of proposed section 3452(a) (1).

Than111k you vey much.
S'nl~itoi' 1' 1 1,1111 chank you, Mr. Magovern, and you have made

II (list inet ennt )' hltlli to oir ecord hlere.
Any (tirestion.s? If not. that is all. Thank you.
IfMr. TR I hank you, sir.
Senator C(litris. Mr. 1R. Stewart Rauch, Jr. councill of Secretaries

or State Savings Pankis Associations.
M[r. IRatch, w;'here do vou reside?
MA[r. R.nci. Philadelphia, sir.
(Discu.ssion off the record.)
SenHato' CURTIS. You nay proceed, Mr. Rauch.

STATEMENT OF t, STEWART RAUCH, IR., COUNCIL OF SECRE-
TARIES OF STATE SAVINGS BANKS ASSOCIATIONS; ACCOMPANIED
BY 1OHN T. SAPIENZA, TAX CONSULTANT

.Ar. II.Avom. Thank you, sir.
Mr. Chairmnn and Senator Willinms, my niame is R. Stewart Rauch,

Jr'. and I ainm president of the Philndolphia Saving Fund Society
Philndelphin, Va., the oldest, and largest in number of depositors, o
the Nition's mutual savings banks. It6ppear on behalf of the Council

of Secretaries of State Savings Banks Associations, which represents
most of the Nation's 514 mutual savings banks having 28 million
savings accounts.
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0John Sapienza 1 , our special counsel, is here with me at my left.
We urge the Committee oil Finance to delete from H.R. 10050

section 19 thereof, which would iequire withholding of tax at the
source on interest paid or credited on bank accounts and on otherforins of investment,o share the belief of Government leaders that the Federal 0ov-

eminent is entitled to all taxes due on interest and dividends received
by taxpayers, and we support realistic and reasonable steps to collect
such taxes. Withholding, however, creates more problems than it
solves because it will result in millions of small, burdensome trans.
actions for taxpayers, the majority of whom report their income con.
scientiously, and it could have a disrupting effect on established
savigs patterns and capital formation. We believe it should not be
imposed until the other untried means of collecting taxes are thor-ougly tested.Om- position may be suiniarized as follows:

(1) Ftll use of information returns, at lower limits than $000 in the
case of interest, now made possible by taxpayer numbering and auto.
matic data processing, is a far more effective answer to tite problem
of underreporting than is withholding; and it will be less costly than
withholding if the deterrent effect of the former and the cost of the
latter to the public are properly taken into account

(2) Withholding on wage and salary income is no precedent for
withhilolding on investment income;

(3) Witliholding could produce substantial shifts of funds to tax
favored inves ment media; tile loss of funds to mutual savings banks
which could result from withholding would adversely affect the supply
of mortgage credit and capital formation.

That the majority of taxpayers report honestly and pay their taxes
is substantiated by the Commissioner of Internal Revenue Mortimer
M. Caplin. With respect to the minority who, because of ignorancle,
neghet, or willful deceit, do not. report accurately and truthfully,
rigid enforcement efforts should be consistently applied. In doing so,
however. the majority of taxpayers whoso affairs are beyond rero'each
should not be subjected to suspicion and inconveience tnder1 a tax
system which is grounded on the principle of volutary comlliance.Substantial efforts have been made during the past 2 years by
mutual thrift institutions to acquaint depositors and the general public
with their responsibilities in the field of Federal income taxation.
Attached is ii exhibit which shows one of the numerous ways in which
the lhiladoelphia Saving Fund Society has assisted in this educational
pro iram.

We are confident that these efforts will show a significant improve-
mert iln compliance when the 1961 returns are tabulated, We believe
that it greatly increased rate of improvement will result from the
recent adoption of the taxpayer numbering system, to which this coin.
mittee had a very significant contribution to make.

Furthermore, ihe Internal Revenue Service, in the most significant
and constructive advance in enforcement and -collection techniquee
since adoption of the income tax is installing automatic data lroc-
essing equipment throughout the Nation. The expected benefits from
this program, coupled w-ith the numbering system for taxpayers which
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will enable accurate identification, call hardly be exaggerated. These
new means of collecting taxes should be fully tested before resorting
to the withholding procedure contemplated by H.R. 10050.

I. INFORMATION RIETU'RNS Aie A MORE. EF'ECTIVE ANSWER TO TIM PROBLEM

Withholding is not only burdensome to those who pay and those
"iwho receive interest, but in our judgment is a less offt'ive solution
to the problem of underreporting than an effiient use of information
returns would be.

Withholding at 20 percent does not prevent underreporting by tax-
payers whose effective rate is above 20 percent. It withlholds ex-
cessively on, and creates paperwork for, taxpayers with effective rates
below 2b percent. Withholding will bring money to the Governent,
hut, Ilot. necessarily the correct amount from those taxpayers owing
the money.

fnfoiiiintion returns, on the other hand, enable accurate determina.
tion by the Serviee of the income received. If the payee knows the
infointion return has been field with the Internal RieVenue Service,
ho knows that failure to report the receipt correctly on his tax return
exposes him to the penalties of the law. It is for this reason, we be.
hlove, that. un.ldereporting of dividends has heml smaller thani that of
interest, even In years when the Revenue Service lacked adequate means
of nmatchinll inf-,intion returns to tax return s.

Effeetive IIe of infornation1 returns would, obviollsly require a
lowering of the $00( limit presently iII effect, beneath which interest
plnienilts need lnt he relmrted. This (-an be (lone by regulation under
exltilng law. Silne, the Service, with taxpayer numbeising, will soon
le l1)le to l1la1tell lfolmatfliton lret urn118 to tax etls'll,, the t Ile has colle
whin the .O) limit should he reduced to sieh lowe' limit as mayhet desii'ubh. til( usable.

A. system of withholding of tax on interest income would be, we
believe , more expensive to the Treasury and to the country at large, if
the ost to both is considered, than woihl he a forceful and well-publif-
cized progrnm of collecting taxes oi sucl income through the methods
nlow becollin available, 'ie contrary views of proponents of with.
holding, w believe, uniderestitate the detereIlit effect which would
follow from widespread knowledge fhn the T'reasury is at, last in a
position to enforce I he law in this area.

The Coimnilsionet. hing said that "taxpayers, in overwhelming ma-
jority, rel)ort. true incomes andl pa roper taxess" Tn these circum-
stances it nlars grossly ifair to Impose the costs lind inconveniences
of withhol ng on an "o e whehnlmig imjorit." As to the evadilg
miollit yif should he made clear to tIax)Iyers that. the Treasuylls wig
undertne to lise the information retutrns energetically, and systemnati-
Cally to search out tnireported inilome that is subjeet, to tax. Sample
andits nud selected deflieni y assessments should be used to nuake sure
thnt interest is fully included in tax returns. If these steps were taken
an improvement ii reporting of interest income could be expected
whieh would be fat' out of proportion to the costs of the enforcement
efforts.
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The recordkeeping required of the millions of Americans who have
savings accounts will be very considerably increased under the with.
holding system, particularly for those taxpayers who would be com-
pelled to file exemption certiflcates or claims for refund. Under the
withholding system proposed many savings bank depositors, having
relatively small accounts, will be compelled to colie nII person to the
banks not merely to ascertain the amounts of interest credited to them,
but additionally the amounts of interest withheld; and to obtain as-
sistance in claiming refunds, in filing exemption certificates, and in
securing the withholding tax credits provided for in the bill.

Complicated as withholding and the "grossing up" problem would
be at a 20-percent first bracket rate, the w-hole problems would be com-
plicated further if the long awaited income tax revision proimsed by
the Treasury resulted, hopefully, in a reduction of tile first bracket
rate to, say, 18 percent. I the "grossing up" process, the recipient,
instead of multiplying his interest after withholding by 25 pecent.is
under H.R. 10050, would use a factor of 21.051 percent.

The bill does not require banks to notify depositors of the amounts
withheld, but practical business consider-ations may make this in-
avoidable. Thus, it is unrealistic to assume that the withholding sys-
tem will be effected simply by each bank's drawing and mailing one
check in each tax quarter. 'tie additional recordkeeping and illfor-
matioi-stpplying services that will necessarily have to be performed
by the banks, especially those services required by the processing of
exemption certi cates, 'will creasee substantially'the operating costs
of the Nation's thrift institutions, particularly that large majority
which does not have punchboard accotintin. Only about 10 percent
of the savings hanks, for instance, have su i equipment.

The disadvantage of withholding as a means of improving eolleetion
of tax on investment income is clearly indicated by the experience of
the Dominion of Canada. During World War It, withholding was
applied by the Canndian Government to certain types of investment
income but was abandoned after it short period as administratively ima-
practical. In explaining the decision to drop withholding, Finance
Minister J.L. isley stated before the House of Commons on Octo-
ber 12t, 1945:

It is proposed to drop the requirement by which those disbursing dividends.
registered Interest, and royalties are required to deduct at the source 7 percent
on behalf of the taxpayer. This requirement Is of little value In obtaining
current payment of taxes which the taxpayer himself Is required to pay iI
Installments. The requirement that the dishurmsers of these I)ayments must
report the amount of the payments to the inspector of Income tax will, of course.
be retained and It Is this which is the important provision as far as insurint
the reporting of Income Is concerned. The elimination of the 7 percent deduc-
tion at the source will save a very considerable amount of clerical work and
some confusion to small taxpayers.

Ir. wMITf(iJfliOl ON W\OES AN.I) SAIAIRiES IS NO' PIECE)ENT VMl T1F.
WITI1OLxIo S T.M .MR, 101M PROPOSES

Proponents of withholding taxes on interest and similar income hav'e
sot1ght to justify such a measure Iy referring to the existing with-
holding tax on wages and salaries,' For a number of reasons, how-
ever, such withholding is fundamentally different from withholding on
interest income.

2002



REVENUE ACT OF 1062 2093

Initially, it should be recalled that withholding on wages and
salaries was introduced to eliminate the lag between tax liability and
tax collection in a period of rapidly rising wages and salaries as we
moved from substantial unemployment to full employment early in
World War iI. It was also designed to collect, in part, 2 years'
taxes in 1 on wages and salaries to bolster total Federal revenues
needed to finance World War II. With respect to those interest
and dividend recipients who estimate their taxes and pay quarterly
installments, collection of taxes already is on a current basis.

In addition, there was the fear that taxpayers would find them.
selves without funds to pay income taxes at the high rates of the World
War II period if taxes were not, withheld as wage and salary income
was earned. This fear was, perhaps, justified as to such income, but
has no application as a basis for withholding taxes on bank interest
income, Income and tax per taxpayer onl salaries and wages are
generally much larger than is the case with bank interest. Bank
accounts do not tend to be dissipated through spending as do the funds
received as salaries and wages. A withholding system applicable to
interest income is not necessary to assure that the taxpayer will have
funds to pay the tax, and would be operated at a far greater cost for
each dollar of taxes collected.

There are further simniflcant reasons why the wage and salary? with-
holding precedent is Inapplicable to with holding of interest income.
lVith interest income there is no way to take into account personal
exemptions to which taxpayers may be entitled or otherwise to adjust
the withholding rates to the probable tax liabilities of the taxpayers.
Those who receive wages and salaries ordinarily have tax liabilities
on such income. By contrast, of the persons receiving interest on
savings deposits, the number who would not be subject to the beginning
20 percent withholding tax rate on such income is proportionately very
much higher. This observation applies i)articul-arly to minors,
widows, and retired persons. Data from a sample of multal savings
banks indicate that about one-q.arter of their regular accounts are
owned by persons over 05 years of age.

Although H.R. 10050 attenlts to deal with tlese fundamnental dis-
tinctions between withholding of taxes oil the two types of income,
it Cannot avoid being l)tu'densole to those who are t.xed at effective
rates below 20 percent or who will owe no tax at all. First. the provi-
sion for filing exemption certificates each year by persons, 18 years
of age and over. who anit ipate no tax liability. wil be burdensome to
the taxpayers, especially if they are credited with interest from-
and therefore must. file (ertificates with-a nmlber of payers such
as savings banks and life insurance companies. TIn contrast, with
withholding on salaries and wages is governed by the facts set forth by
employees in form W-4. which remains i effect until changed by the
employees.

second(l, a conscientious taxpayer lithe lower income ,group will
find it extremely difficult to comply with the (ompliated provisions
allowing quarterly refund based upon his anticipated tax in a givenyear. The result will be that such taxpayers will be dep'ived of
amounts withheld until and unless they seek anmnal refunds or credits.
Furthermore, the proposed claims for refund and the exemption cer-
tilicates will be very difficult In practice for the Revenue Service to
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audit and control. They will be based upon, what taxpayers "reason-
ably believe" or- expect" will be thehi income in any given year.
Accordingly,. they will constitute an open invitation to taxpayers who
are not conscient ious to flie unwarranted claims.

Therefore, a very real possibility exists that the underreporting
which is now given as the reason why withholding on interest income
'is necessary will be transformed into an equivalent evil-the filing of
false or mistaken claims for refund or credit, and exemption certifi-
cates. An illustration of this would be the case of a taxpayer, who,
even though he had filed exemption certificates with the payers of
interest. took credit for nonwithiheld sums in preparing his annual
estimates and final tax returns.

1T. wITr0Ilo xo wHJJ, REtDUC: THE EFFECTIVE ss or: MUTUAL saY-
INS BANKS IN IERIFORMINO THEIR{ BASIC THRIFT AND MOIITO.\IF
IENDI NG FrNT1ION8

V believe that withholding on interest income will discourage new
S.vlings, the importanep of which to the noninflationary growth of theNation's economyv cannot Ihe overstated. In addition, it wvill encourage
the flow of existing savings from banks to investment sources tie
income from which is not subject to Current withholding.

The recipient of wages and salaries, confronted with withholding.
has for tactical lprPoses no escape; but the holder of investable fumdq
has a variety of alternatives, and the savers in the lower income grolp l
may even stop saving. .Rather than cope with the complicated refund,
exemption, And grossing-up provisions of IT.R. 1060. many std1h
depositors may ('onsidei withholding so onerous as to justi y their
withdrawnl mid spending of those funds which they formerly would
have saved.

There is one form of savings invest niet which Competes directly
with bank savings nd which will be highly favored-and with a re-
siltlhg adverse impact on housing-undevr .R. 10650. That favored
investment is the series E savings bond. Under existing law savings
bonds alr dy have i tax advantage over baink savings; even though
accrued, interest on the honds is not inindatorily taxable until the
b 1onds are redeemed. I'.R. 10(150 would magnify this advantnge by
requiring withholding of tax on such interest only upon redemption.
Because the interest on series R bonds is not taxable mtil the bonds
are redeemed. because the maturity date of outstanding series E-bonds
has in prlaetice been extended indefinitely, and because a tax-free ex-
change, of such bonds into series 1-bonds has been encouraged, the
result of withholding would be that many savings depositors will
resort to the purchase of series E-bonds and thereb postpone with-
holding ontil they decide to redeem the honds. By doing so they
would h , empnowered to selet redemption dates in a vpent whel they
111ity owe no tax, or, at the very least, be taxed at n lower rate thian
voild otherwise'be the ai. yn in which no tax was payalbe.

withholding on redemptions could be avoided by use of exemption
certi fleates.

Ideally, of course, holders of savils honds should be required,
rather thnpernitted, to report, the interest as income in each year
as it accrues, so that such investment would be on the same fot 4hg
foil tax tutpi'.05s as bank savings. At the very minimum, tax-free cx-
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tensions of the maturity dates for series E bonds and tax-free exchanges
for other series should no longer be permitted. The interest thereon
should be taxed at, the flrst maturity date or when such bonds are ex-
changed for any other Government oligations.

If withholding were enacted and the tax treatment of E-bonds re-
mained unchanged, we believe that investments with tax advantages
similar to those of E-bonds would become widespread, with adverse
effect on Treasury revenue. Indeed, as indicated in newspaper ad-
vertisements and stories--and, Mr. Chairman, I would like to offer for
the record two of these, one being an ad from the New York Times of
December 27, and the other an article by J. A. Livingston in early
January.

Senator KnIrr (presiding). They may be filed with tile record.
Mr. RAVCIK. With the record; thank.you, sir.
Senator KERR. Not made a part of the record.
Mr. RAtcH. Thank you, sir, very much.
(The documents referred to willl be found in the files of the com.

inittee.)
Mr. RAVCH. These indicate that several commercial banks have al-

ready offered to the public such investment instruments. Under with-
iolding many more financial institutions could be expected to offer
similar tax-deferred instruments. Since the withholding of tax could
he deferred until such time as the holder is in a lower bracket, a revenue
loss to the Treasury would result. This revenue loss would offset in
part the revenue main anticipated from withholding. Moreover, pages
80 and 87 of theoRouse Vays and Means hearings indicate that these
commercial bank obligations will not be subject to withholding at all
even when redeemed. This should and, we trust, will be corrected.
But. it reinforces our fear that the effect of withholding will be the
creation of new savings median not subject, to withholding.

We believe that by briginig about a reduction in new bank savings,
in the form both of interest credited and lo.s of additional deposits,
nnd by causing some withdrawals of existing savings, the withholding
provisions of .R. 10060 will reduce the effectiveeness of mutual savings
banks in performing their basic thrift and mortgage lending func-
tions.
In 1959-01, about 81 percent of the increase in deposits of these

banks reflected interest credited to the savings accounts of depositors.
If the tax on such interest is to be paid out of these funds rather than
from funds that would otherwise be. spent currently, as is now ordi-
ual'ily the case, deposit, growth of mutual savings anks could be re.
ducea by as much as 16 percent. This could represent an annual de-
cretase o up to $300 Mil lon in funds available for mortgage lending
id other long-term investment by mutual savigs banks alone.
An additional loss of funds available to the savings banks for in-

A'estment in mortgages moreover, could result because of uncertainty
regiarding potential withdrawals. Savings banks would then have
to place funds which would otherwise be invested in mortgages in
mo1e liquid assets. Reduced mortgage lending by mutual savings
bnnks and other lenders would hav& nn adverse effect onl holmebuild.
ing. This in turn could result in reduced income nod taxpalyments in
tl,, construction industry.
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Finally, there is the iliponderable effect that ITH.R. 10050 coul,
have upon the savings habit, itself, at it time when more, rather than
less, savings are required for sound economic growth. The. shift, o
funds from savings institutions to forms of investment not subject t(
withholding, and shifts in habits from savings to spending, are likely
to be among the undesirable results of the enactment of it system of
withholdin g. III sum, the overall effect of the withholding provisions
of I.R. 10O0 on the thrift, and mortgage lending function of mutual
savings bunks could adversely affect the Nation's economy.

We respectfully urge, for the foregoing reasons, that the Finance
Committee delete section 10 of H.I. 10050 which would impose the
withholding of taxes on interest paid or credited on savings accounts.

I appreciate your courtesy, sir, in p)ermitting us to permit. mu views
to this committee.

Senator KF;n. Well, Mr..Iauch-is that your name ?
Mr. Rwxcii. Yes, sir: it is just like ouch with an IR in front of it.
Senator KRnn. Mfr. lRauch, tank you for your statement.
I have been thinking about it as I listened to you. Now, I de.

i'eloped with one witness this morning, in response to his suggestion,
the thought that one of the purposes of this provision, of course, the
piJhary Irpose is to secure the laynent to the Government of the
taxes that are due it.

You think that is it wholesome objective?Mr.. JI.w~cn. I concur entirely, sir.
Senator KR1mi. Another, hu indicated, wits the need for revenire,

which I was not in position to dispute.
Now cal you ll me i(he di l'eetece bill wve',i the aniouit of revelilue

this bli! as t. is now wrllen, would provide in taxes from savings
banks and the amount that would be secured if the legislation recoin-
meided by the Secretary were enacted?

M1'. IAUCll. No sir' Y cannot.
Senator ](Fan. 'i'here is a very substantial difference.
Mr. l, AMil. Because of the exemption certificates that. have been

incorl)orated by the Ways and Means Committee.
Senator RKna. There is a very substantial difference in the amount

of revenue that would be raised by this bill in its present form in
taxes of mutual sayhings banks and in the amount that would be raised
1y taxes on niutual savings banks if the recommendations of the Secre-
tary were followed.

h. RAVC1'. Sir, you are rferring to the corporate tax situtatiOn
or the withlholding ? a

Senator KENIi. Corporate.
'Mr. RAV01n. Yes, sir.

Mr. SPIRINzA. The difference is $1( million, sir,
Senator KiMA. This bill would raise $105 million less in taxes of

the mutual savings banks.
Mr. SAPIENZA. And savings and loan associations.
Senator ICmin. And savings and loan associations.
Well, my understanding was that with refem'ence to the two groups

the difference was in the neighborhood of $350 million.
.Mr. SAVIxzA. Well, sir, as we understand it, the bill would raise

approximately $200 million from the mutu a thrift institutions. The
Secretary of the Treasury suggested raising that amount to $305
millift, so there would be a difference of $105 million.
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Senator KERR. I was advised by members of your association and
of the savings and loan associations that tile recommendations of the
Treasury, wien fully implemented, would produce in the neighborhood
of $500 million.

Mr. SAPIENZA. That would be if the recommendations of the Treas-
ury Department last summer were put into full force.

Senator KFRR. That would have been what it would have raised.
Mr. SAPIENzA. Yes, sir.
Senator KERR. Would you recommend that we delete section 19 and

replace it with language implementing that recommendation of the
Secretary, thereby alleviating the dire conseq ences which Srou and
others have portrayed here for us if this withholding system is enacted,
and thereby dong what the commercial banks have sought to estab-
lish as an equitable position as between them nd other financial
institutions?

Mr. SAPwENzA. No, sir. We think that the $200 million which the
House bill would raise is a very heavy tax, and we are going to have
rouble paying that.
What we are suggesting as to withholding is that the Government

collect that money by use of automnatic data processing and by in-
formation returns rather than doing it by witlldohig. We think
,you can get approximately the same results.

Senator Krmu. Well, now I am interested il that statement. Of
course, I am confronted witi the positive testimony of tile Comnims-
sioners of Internal Revenue, that withholding would collect more than
three times as much of the unreported tax as the automatic data
processing information return system would.

Mr. lIRV'Ci. Sir, I think the direct answer to that. is we imve no
way of analyzing the figures that are in the hands of the Commis-
sione', so we vaniot take a firm position its to the tccillIlaey of those
figu11es.

Fronil Some things that have heeu stated in the hearings before the
congressss and the statements which have been made elsewhere, we
lave the impression that these latest figures of the present Conunis-

siolner wllich lie has heeu relying upon aire signifleantly di ferelt than
sole that were put together !)w his predecessor.

His predecessor took the position that a combination, of A])1 And
tin e(luentional campaign over it period of, a reasonable period of,
years; would close ths alp effectively, an!(l deserved a trial.

We share thlnt heliefi the 11111tunl savings banks and we have spent
tonsl4tderal)le time and et ort itid, money in trying to implement an
edlehitionol )rogran in s this exhibit at the end of my statement shows
we have (lone at the institution where I work.

This is just. coming to fruition. It was only commenced ati the end
of 1059 atid did not really get uiderway 11 any signifleint forn until
111(10.

But we do know fro11 the number of inquiries that have come to
our 20 banking oflieps that a great many people honestly believed that
time interest credited to their accounts, savings nceounts was not sub-
jeet to Federal ineone tax until such time as they wttlidrew it, and
they were relying omi the analogy with the E-bond situation where
that, ill fact is the case.
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We have explained this to them. I have had one estimate that since
the educational program started there have been 50,000 people in our
20 offices who have had this explanation offered to them, and that they
have gone away with the comment "Well, now that we know what the
facts are we are going to correct this situation."

So that. I think the cumulative effect of this educational program,
plus the impact of the TreasTry's announcing the use of Information
returns, and the start of the AbP program the cumulative effect of
these three elements will produce a very signifhcant improvement which
already has started in this area.

Senator (Enn. But, you see, the Ways and Means Committee had
before it the recommendations of the Treasury Department, No. 1,
as to how to collect taxes due that were not now being paid; No. 2,
as to how to secure additional revenue to offset the loss that would be
entailed in the event the tax credit provision was passed.

Your association and the savings and loan associations made a very
vigorous case, and I thought a case that was well founded, to th'e
effect that. the recommendations that would eualize the tax on your
organizations and the savings and loan associations with that ot the
commercial banks, would entil hardships and therefore, the Ways
and Means Committee followed the recommendations that you made
to thein and put a provision in here that would secure, they tell me-
yout have indicated some different version, but. the difference is only
as to amount-that their provision would secure less than 40 percent
from the mutual savings banks and savings and loan associations as
would he secured if the Treasury recommendations were implemented.
They did that upon your stro, g urgings.

.Now, due to the vigor wih which you and others in your group are
urging that. the provision in tle bill as put there by the Ways and
Means Committee make it. possible to collect taxes which the Treas-
ury and Internal Revenue Service Commissioner tell us are not being
paid it Just occurred to me as one solution to the problem In view of
the iact that you feel so strongly that. another method would even-
tually secure the payment of the tax, but being confronted with the
feeling of necessity hat an adequate amount of revenue would be se-
cured under this bill to offset the loss by reason of the tax credit, we
might just follow your recommendation with reference to deleting
section 19 from the bill and the Treasurv's recommendation with ref
erence to the tax rate to be applicable to the savings and loan asso-
ciat ions and the mutual savings banks.

Mr. Mi.xTci Well, sir, I do not think there is any difference between
you and me as to the question of the person who has the taxes due
having an obligation to pay them, and pay them promptly.

It. is merely a question of whether the Treasury, which has informa-
tion not available to its, is correct In saying that it is so much cheaper
to collect them by withholding, and thee will not be the significant
amount of conftitso n and expense and the passing back and forth of
papers that we believe is the case or whether promptly-I am not
talking about 1005, but promptly, this yer-thl'ough te combintton
of the educational program started 2 years ago, the account lumtflber-
ing which this committee wisely put througli at the last moment of
the session last summer, and the ADP program which, I understand,
will be folly operative about the first oft January 190, the pnblfrity
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regarding those steps, plus some strenuous enforcement action with
aKw violators who are in substantial brackets and are not paying
on savings account interest, we are told, although we have no knowl-
edge of his, it combination of these, it is my conviction willproduce
this revenue that is due admittedly now, not some years o I, sir, so
I do not see any reason to shift this corporate question over into this
arena. The corporate issue ought to be selmrated from it.

Senator KErR. I would appreciate your giving a little thought to my
ilggestion and fling an additional statement witth reference to it.

Mr. RAUCL. I would be happy to.
S0nator KERR, ''lank you very much, Mr. Rauch.
Mr. RAUCTI. Thank you, sir,
(The memorandum referred to follows:)

TimlP.t M~llADE l,11111A SAVIN(I FIVND SOCIETY,

Ph Ildelph It, l'e,,, A pHI 23, 1902.
1101. llAnRY F. BYRD,
Olairmat Con imitee ot FMnance,
U.8. Seeale, Washington, D.C.

D.;ai SI.AToit BYRD: When I appeared before your committee Wednesday,
April 18, on behalf of the Council of Secretaries of State Savings Banks Asso.
clations to urge the deletion of section 1) of .R. 10050, the withholding
I)roposal, Senator Kerr, who was presiding In your absence, asked me to ille
for your record an additional statement with respect to a suggestion which
occurred to him during the course of our discussion. I shall appreciate your
treating this letter as the additional statement requested.

Ais I understand his suggestion, he asked, If Congress should enact the proposed
7.percent credit for business investment (as to the desirability of which we
had expressed no opinion), and if, as I was urging, withholding were eliminated
from the bill, whether It would not be desirable for Congress to obtain more
revenue from corporate taxation of savings banks and savings and loan
associations than the House bill would provide. His comment was, "We might
Just follow your recommendation with reference to deleting section 19 of the
bill and the Treasury's recommendation with reference to the tax rate to be
applicable to the savings and loan associations and the mnutual savings banks."

We have two comments with respect to Senator Kerr's suggestion.
First, the essence of our objection to withholding Is that effective use of

Information returns, now possible with automatic data processing and taxpayer
numbering, and the massive educational campaign with respect to the reporting
of dividends and Interest begun by the Treasury In 1900, will (1o the Job more
fairly and efficiently, without distortion of traditional Investment and savings
intterns and at no greater expense. There will, therefore, be no real loss of
revenue by deleting withholding from the bill If there are continuing educational
efforts and energetic use of information returns with the new eqilpnent; we
believe the so-called interest gap can be closed by these means fully as soon
as by withholding.

The deterrent efftct of these new Revenue Service enforcement tools Is, in our
opinion, already bringing about a very substantial improvement which will be
apparent, I am sure, In the statistics before long. Further publicity as to auto-
inatic data processing, continued education and a determined effort by the
Treasury, with a lower reporting limit on interest than the $000 presently fixed
by regulation, can close the gap in a very short time. In this connection it should
be noted that the Treasury's forecast shows that withholding will not collect
more than 50 percent of the $850 million estimated by It to represent the revenue
loss from Interest and dividend nonreporting. In exhibit I to Secretary Dillon's
testimony (hearings, p. 140) It Is stated that only $470 million of the $850
million will be collected by withholding. Parenthetically, it should be added
that this estimated gain from withholding will be offset by the substantial added
cost of withholding to the Treasury and, more so, to payers of Interest and
dividends. According to the Treasury an additional $180 million will be col.
elected, "if In addition to withholding there ts an improvement in tax compliance
by persons subject to individual income tax rates above the 20-percent bracket."
Thus, the Treasury concedes a substantial amount of the estimated total revenue
gain will result not from withholding Itself, but from Improved tax compliance
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by persons In tile above 20-percent bracket. We think there Ig good reason
to expect a substantial improvement In tax complied by till taxpayers below
and above the 20-pereent bracket In their 1001 tax returns tis a consequence
of the edteational efforts In 1060 and 1001 and the publicity given to the adoption
of account numbers nnd automatic data processing. We believe this lnprovement
will continue and render withholding unnecessary. As the Commissioner of
Internal Revenue has stated, "taxpayers, In overwhelming majority, report true
Incomes and pay proper taxes."

second, how n chcorporate Income tax mutual savings blanhks ilnd savilngs
and loan associations can safely be called upon to pay without discouraging
savings; without diverting savings from home mortgage lenders to short-terni
Iunshiess lenders or speculative credit generally; without placing a tax prreuium.
oil operating with Ihadequate reserves; 0i1(1 very possibly rendering tile spe.
clnilzed savings and mortgage lending Institution unable to perforin Its flinctlolls
effectively Is one question. Savings banks foresaw adverse consequences of this
charter from the drastle reduction In the allowable bad debt reserve proposed
hInst year by the Treasury. Whether it Is fair or practical to Inmpose withloldIng
on bank depositors and other recipients of dividends and Interest, t, at tim,
when less onerous means of tax collection have Just become avallble. Is an
entirely different question. Each question should be considered on Its merits.

The coincidence that withholding and Increased savings bank taxation are
under consideration at the same tlme, and that both (at tle levels of corpuirate
taxation once proposed by the Treasury) are objected to strongly by mutual
savings banks, should not create the Impression that they are i sole wily
alternatives. Neither Congress nor the savings banks can practically or properly
be asked to choose between one and the other.

Sincerely yours, II. STI:WAitT R.%el!. .Tr., 1'r( .lent.

Senator ICEHA. Mr. ,. C. Cameron of the M[ortgage iaike's Associa-
tion of America.

STATEMENT OF C. C. CAMERON, CHAIRMAN, LEGISLATIVE COM-
MITTEE, MORTGAGE BANKERS ASSOCIATION OF AMERICA; AC.
COMPANIED BY MILES L. COLEAN, ECONOMIC ADVISER

Mr. Ct.[imroN. I am C. C. Cameron, president of the Cameron-
Brown Co. of Rialeigh, N.C. a mortgage blnking firm.

I have with nie here M1[iles Colean, economic adviser to the Mortgage
Bankers Association of America.

I t11 here ill mycat pacity as chani-nlutil of the Legislative Committee
of the Mortgage Bankers Association of America in order to present
to you the View of this association ill respect to the withholding of
taxes by savins institutions on interest find dividends payable to their
depositors and account holders. I shall say, at the outset, that neither
I nor the association I represent has an argument to make against the
payment of tny taxes that are properly due. We do, however believe
tfht it is appropriate to raise a question as to the method through
whieh taxes are to be collected, in this case, whether from the invest-
ment, stream or from the stream of current income.

This association is composed of over 2,000 corporate members.
These include life insurance companies, savings banks, and coinmercial
bInks. vhleh tire the main suppliers of funds in the interstate iiortffage
market, and the mortgage companies which provide the channel for
the distribution and administration of these funds. The primary
purposes of this association are to encourage the maintenance of hnsti.
tutional savings in order that the mortgage investment needs of the
country may be mot without inflation, and to make constant improve-
ment in the distribution process so that borrowers in ill parts of the
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country will have access to the accumulation of savings on as nearly
equal terms aspossible.

The reason for our concern in this matter is the impending problem
of providing sufficient resources to meet the growing investment needs
of an expanding economy. Much of the growth requirement will he
met by mortgage financing for homes and- farms and for mercantile,
industrial, and other business property. Consequently, the associa.
tion must be apprehensive of any development in public policy that
might increase the task of providing the level of private investment
required for a constant improvement in the Nation's productive capac-
ity and the standard of living of its people. It believes that the
I1'oposal to withhold taxes on interest and dividend income at the
source, instead of relying on payment by the recipients, is such a
development.

The reasons why withholding will curtail the funds available for
investment have been ably Presented to you by representatives of the
groups of financial institutions that would be most. directly affected
by the enactment of this proposal. The extent of the investment loss
has also been or will be explained to you by the s )okesmen for these
institutions. Accepting as we do the validity of their statements, we
do )lot wish to impose lipon flie ('onlfloittee's t !me by the further elaho-
rI loll of these poilltS.

We do, however, ask 1,our consideriation for the broader question of
I)olicy involved. At the present high level of taxation in this coun-
tiy, Io neasuire su(h as the one before you can be safely considered
solelv as a revenue measure. It must also be examined from the pointof view of its effects on the economy and of its long range, as well as
i,, short range, hearinir on the fiscal position of the Government.

If, as we believe, the effect of withholding will be to shrink the
stream of private investment, then two choices must be faced. One
is a reduction in the volume of new housing and of business plant
mid, .onsequently, in the rate of economic ex pension.

The other is a compensatory increase in the volunie. of Government
sjeinding for the purposes that have been deprived of private funds,
iii the effort i maintain a satisfactory rate of economic expansion.

We do not believe that the first clipce-an acceptance of n lower
totlal volmne of investment-will ever be taken as a matter of public
)olicy. On the contrary, the experience of the last several decades

demonstrates convincingly that every real or asmned short fall in
i-vate endeavor and every obstacle that is placed in the way of

priviite economic expansioli, will be countered by nn expansion of
Government netivity.
(i nn nrea of public policy has this been more true than in mort.

gagp finance. Tn this area. the impatience of Government with the
working of the forces of the market is onutstanding. The Govern.
inent's iiss imption of responsibility over the past generation hns
brought it to a point where it is sulsidizing nearly half a million

nilits ill public housing, and where, through the peratioils of the
Federal Notinlnl Mortgalge Association and the di'ect lendingl pro-
grnm of the Veterans' Administrntion, it is the holder of $7.7 billioll
InI residential l ortaies.

Senator itR. ivotu read the testimony of the banker from Mich.
iimn the nther day aonut his bank and another bank in Michigan in
If, liw. few months nequiting $100 million worth of inortgnges in the
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secondaryy market ; 1th1t is, out of this backlog owned, that hld h oi
Slie result of direct lending programs?

.Mr. (,.:no. No, sir. 1 do know t1iol the Veteran's Adllinnistra-
I ioll is presently planning to sell, in fact I believe the bids have beeii
s ,n out alreadly, Ihve be n accel)ted, on certain loans that were fore-
(lostl aMd were owned by the Government, by the Veterans' Admin.
ist 1at iot).

'I'lIe.e were not nees! rily initially direct loans of tie Veteransl
Adininist rat ion, though.

eqntor KEIuIt• This gentleman assured this committee that by r'easonl
of the fact that the savings accounts in commercial banks were in.
,raetsin r by such tremendous volumes, that he felt that all the comn-
nHiecial banks iii tie country would be in the secondary market acquir-
iwlir te.si(l,t,'i mnort gllres whhl would result in private'len ding agencies
1becoming the owners of very substantial, if not the principal portion
of this backlog of residential mortgages that you are talking about.

Mr. C(sn,:itrox. Well, sir, these mortgages, both the VA, direct loans
and FNMA loans are available to private industry at, any time.

Senator Knint. And private commercial banks are buying them now
hy the hundreds of millions of dollars worth.
Mr. COIAN. Senator, as of the last month, FNMA still w:; buyin,,f,'

about 3 million more thil it was selling.
M'. CAMERox. The VA direct. loans are sold on a par basis. The

FNIMA loans are sold at. different prices, and these prices vary from
ime to time. In fact, they have just recently been increased by half
a point.

In 191 alone, these activities of FNMA and VA accounted for 14
l), 1,en(it of all FikA and VA mortgage financing.

Existing authorizations already allow for a vast expansion of this
load on the Federal Treasury. To meet the deficiencies already as.
sumed to exist. in private mortgage financing, last year's legislation
provided $1.2 billion for direct Treasury financing of mortgages for

',tMerans and over $1 billion of Treasury funds for special assistance
ending by the Federal National Mortgage Association. In addition
FYMA has authority to borrow about $1 billion in the private financial
nit mrcet to purchase insured and guaranteed mortgages in direct corn-
p, tit ion with the Treasury's own financing as well as with the claims
of private borrowers.

n tihe light of this history, it is certain that any default in the
supply of funds from private resources will only too eagerly be
matched by extensions of public resources. Government policy is too
firmly set to permit the assumption of any other outcome, This in
turn will cause greater demands for revenue, just as past excursions
in this direction have contributed to the present demands for revenue
with which this committee is now endeavoring to cope.

It. is for these reason.- that we contend that a revenue measure can-
not 1)e considered apart from its effect on other areas of public policy.
If the outcome of withholding is, as seems likely to be the case, a
disproportionate increase in the fiscal load of the Federal Government,
then the antics ated gain in revenue will soon -be dissipated. With-
holding thereore, in this situation may be self-defeating in fiscal
terms. beyond this, it may contribute to the weakening of the private
credit system and to the supersession of that system by one fully under
governmental direction and control.
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While not assuming that the tax proposal is designed to that end,
we cannot avoid an uneasiness over the apparent direction of Gov-
ornmont policy. As an Illustration, on page 11 of its 1901 report to
the Ways and Means Committee of the House, the Treasury, in
recognizing the loss in private investment resources that might re.
sit . from its recommendations, commented:

It Is better accomplished by such provisions as were included In the Housing
Act of 1001, pr i rily the special assistance program, provision of more liberal
tei.Is, a( flexibility In setting Insurance premiums,

Dedicated as this association is to the expansion of the economy by
l).'ivate means, it. shrinks from accepting this sugestion as tile solu-
ion for the problems that this bill may create.

It is generally agreed that the direct payment by the recipients of
taxes due from the recipients of dividend and interest income will not
result, in tihe loss of investment potential that will be produced by
withholding the tax it, the source. Consequently, we, urge that the
withholding provision be stricken from the hill and thats instead.
through the medium of the new electronics auditing system, the Treas-
ury be instructed to pursue the collection of tax obligations directly
front those. from whom the taxes are due,

While it wis our understanding that in testifying on this bill it was
the committee's request that our remarks be llilited to the particular
section of the bill which concerned uts the. m1lOst, there tire two other
matters eo11terning which I would like permission from the com-
mittee to touch upon very briefly.

The first-l.provision is covered in a statement this association flied
last year with the House Committee on Ways and Means, and which
sets forth our serious objections to the proposal for changing the
method of taxing gains on the sale of depreciable real estate. We
thought this matter lad been laid to rest when there was no such
provision in HT.R. 10050, as it was reported and passed by the House
of Representatives, but, of course, this matter has again been intro-
duced-by Secretary Dillon.

Ve would like to register with this committee the Same opposition
we expressed last year, and which I have included as exhibit A to this
statement.

I would also like to file as exhibit B the statement we made last
vear before the House Ways and Means Committee relating to pro-
posals in last year's tax bill for taxing thlrift institutions, since H.p.
10050, as it is before you, does contain aehl provisions. Our state-
nent of lust year on this subject is pertinent, and expresses the con-

(l1lsions of this association.
Thank you, sir,
Senator Ri~nn. Thank you very much, Mr. Cameron.
(Exhibits A and B referred to follow:)

xtniniT A

STATEMENT BY TiE MORTOAGN BANKxRs AssocuATroN OF AMUaCA RELATING TO
TiE PREIDiL-NT' MERSAE ON THE FEDERAL TAX SYSTEM, DATED APIRT 20, 1001

The pending proposal for changing the method of taxing a gain on the sale
of depreciable property fails to take into account the peculiar nature of real
estate as an admixture of depreciable and nondepreciable assets, and hence In.
volves a fundamental inequity. The proposed change will add to the illiquidity
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of Iivestont In Incomo.prod uillig real property And hence will discourage the
flow of funds Into this area of activity. It negates the Incentives to Investment
ili new apartmetlts, office buildings, and the like, and hence Is il direct conflict
with the President's policy to encourage housing and advance economic growth,

A piece of Income-producing property Is not like a tool or a piece of machinery
for which a salvage value may be reasonably calculated. It Is also utllko a tool
or a ileeo of machinery In that It Is much more frequently desirable to sell
real estate prior to the time that a purely salvage value is reached. The salvage
value of a fully or partially depreciated building may, moreover, be a negative
qualitlty because, of the usual net cost of demolition. The residual value of the
land as of some future date Is not calculable, and may be either greater or less
than original cost lepenltdig onl the vicissitudes to which It may be subject in
the coturso of time because of Its location.

Tito value of a piece of Invoine-produclng property at any given time results
in part from advantages or disadvantages of the particular location as well as
the value of the structure. It many also in part result front the quality of the
service performed by the property management And from the prestige that has
accrued therefrom.

Front a practical as well as from a legal point of view these elements of value
aor ilseparable. It Is possible that an Increase In the value of the total could
take place because of the attractiveness of the site and the quality of the mat.
agement while the structure Itself was actually losing value duo to deteriora-
tion or obsolescense. Under such not infrequent circumstances, to deny capital
gains treatment to the depreciation deduction Is In effect to deny the benefit of
the capital gain on the nondepreclable elements of the property.

Tle longer the property Is held, th0 more severe will be the effect under the
proposed chngo-so severe, In fact, tlt the long-term Investor may be frozen
Into nt Investment front which he cannot escape except at a harsh penalty. In
face of this prospect, an Incentive will be created for a divestment of the prop-
erty at the earliest feasible date. Sound construction, careful maintenance,
0nd long-tern Investment will alike be discouraged since the advantage of build.
lg up vnlue over a period of time will be largely lost.

In the testimony of the Secretary of the Treasury, the Justification for the
clhnge is stated as follows:

"Mforeover, the proposed withdrawal of capital gain treatment from gains on
disposition of depreciable property that reflect prior depreciation would ellml.
nnte much of the present tax advantage attaching to investment in so-called
depreciation shelters, which exist primarily In the real estate area. For exam.
ple, during the first few years after acquisition of a building by a real estate
syndicate, the total of depreciation allowances and mortgage interest will often
exceed the rental Income, so that distributions of Income during this period are
tax exempt In the hands of the Investor. When the distributions substantially
cease to be tax exempt, the building is sold, a capital gains tax paid on the gain
nttributnble to the depreciation nllowances, and another building is Acquired
to provide another depreciation shelter. Withdrawal of capital gain treatment
from the gnin on sale of the building, to the extent of prior depreciation allow-
nnees, will substantitilly eliminate this kind of tax trnfficking."

The so-called depreciation shelter may be more Illusory than real. If It Is a
shelter at All, it Is a protection against the very real hazards of the enterprise
rather than, n Implied in the testimony, an opportunity for a "slick deal." The
first years of an Income-producing property are likely to be the most risky In Its
economic existence. These are the testing years fora Income and they are also
the tetting years for the acceptability And prneticnlity of the structure Itself. Any
such property Is certain to be more valuable after passing these tests than before.

The capital gain that may result from a successful outcome Is A necessary re-
ward for taking the attendant risks. Without the possibility of sulh a reward, in
the form now available or In some other form, the risk Is much less likely to be
taken. The Increase In the building of apartments And other Income.eproduclng
property, especially since the enactment of the accelerated depreciation provisions
of the 1054 act, 1 evidence of the Importance of tils inducement. Its removal
would certainly discourage this most hazardous type of investment and conse-
quently would probably result In a loss of tax revenue rather than a gain as
claimed.

In view of the administration's Interest In stimulating urbn renewal nctivitl.,
It is contradictory for It to be sponsoring at the same time a tax chnngo which

iould substantially ntullify the program by discouraging the investment of private
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capital lit such developments, The Government has recognized that high per.
cetitilgo financing Is necessary in order to make investment in urban renewal areas
jairactive. High percentage financing means, In turn, that almost the entire neot
iltcomo is required for debt service. Thus, in turn, forces the sponsor to use some
phln of accelerated depreciation in order to have the cash available to make the
loon payments. Otherwise, this cash would be depleted by income taxes. Since
Ots sponsor is likely to get little, It anything, In the way of current Income over
and above debt service, his only Inducement to take the risks and undertake the

orlnotis labors of project approval, construction, and establlshneiit ts a going
cmncern Is the possibility of it profitflable sale after 8 or 10 years.

1.,xept for sore additional hazard, this situntion Is fhiliey typilval of flit l'orns-
pects lit any investment tn illcome-producing property. At present, tile ultimate
iirolit, If iny, Is taxed at the favorable capital gains rate. Under the prolxsedI
lihin, however, whatever portion of the gain represented an offset to depreciation
ireviously taken would be taxed as ordinary Income In the year In which the
property was sold. In this connection, It Is particularly significant to note that
ihilo the depreciation deduction Is credited over a period of years, the tax on the

oitint taken in doprication is levied it a single year, and that consequently the
rate applicable to the tax would be greater than that which had been charged
it eoneCtlon with the deduction.

The result of the proposed change would be that almost no equity money would
hi, avalable for urban renewal and other such special progins, and that the
amount of equity or risk capital going Into other types of income property de-
vel(pt1Itelt wcoild In sharply redued.

EXHIBIT B

,r.vi'.: i:.XT OF ROijERT TIIAIRIPE, iPiUSIDE.NT, MOIlTOMIN f|.. x itai AssotI.ITIO. or
AMERICA, ON I'Antous TAX PROPsA.S AvFEcTIxo M1T:A. SAVINGS lA.*KS

Mr. Chimant and members of the committee, my name is Robert Tharpe. I
tien president of the Mortgage Bankers Association of America and president of
Tharps & Brooks, Inc., Atlanta, Oa. I appear before you today to discuss the
various tax proposals before your committee affecting mutual savings banks.

Tie more thnn 1,000 mortgage companies, which mainly compose the member-
ship of the Mortgage Bankers Association of America, provide the principal
Pehnnel for the distribution of home mortgage funds from areas of calitalsurpli.s
to areas of capital shortage. Consequently, the association Is vitally concerned
'vith any proposal that would diminish the supply or Increase the cost of these
funds for the Nation's homebuilders and home buyers.

The association Is convinced that pending proposals relating to the taxation
of thrift Institutions would do Just this. The proposals In question are these:

1. To inerense the taxlond on these i stitutions by redtielng the size of
tax (ledletile addltlons to reserves.

2. To exclude from the computation of deductible reserve additions all i-
vestment in mortgages Insured by the Federal Housing Administration or
guaranteed by the Veterans' Administration.

Mortgage companies originate and service the bulk of the mortgage Invest-
ment made by mtttal savings banks In States other than that of their domicile.
Therefore, because of the close relationship between these two groups of In.
stitutons, this testimony will be directed to the potential effects of the proposed
legislation on the lending policies of mutual savings banks.

of tile total mortgage Investment of mutual savings banks, well over one-
third or about $0.1 billion is placed in other than their home States. Most of
the out-of-State placement In mortgage funds Is In the Southeast, the Southwest
w1d the Far West-in short, In the areas of most rapid economic growth and
of greatest need for outside capital.

mutual savings banks are the heaviest Investors of all types of Inttittions In
miortgages insured by the Veterans' Administration and, second only to life
isurance companies, the heaviest Investors In mortgages insured by PHA. As

of )ecember 31, 100, nmtual savings banks held $9.1 billi6n or 81 percent of
all outstnnding VA guaranteed mortgages and $7 billion or 21 percent of nl out-
stailditlig PHA insured mortgages. The total Investment in these types of
mortgages is (10 percent of all savings bank mortgage Investment. Because,
however, with minor exceptions, savings banks cannot Invest out'of-State In
other than Insured or guaranteed mortgages, practically all out-of-State mortgage
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lending is in these categories. It may also be noted that, since 1952, mutual
savings banks have placed more funds in FHA and VA mortgages than any other
type of lender.

The impact of the proposed legislation must be considered in the light not only
of these facts but also of the housing policies of the administration. The
premises implicit In the recent housing legislation are that there is a shortage of
raortgage funds, especially for insured and guaranteed financing, and that the
funds that are available are excessively costly. To overcome these deficiencies,
recent housing legislation would provide $1,2 billion for direct Treasury lending
on mortgages for veterans and over $1 billion of Treasury funds for special as-
sistance lending by the Federal National Mortgage Association. In addition
FNMA has authority to borrow about $1 billion in the private financial market
to purchase insured and guaranteed mortgages.

In view of this obvious concern over the supply of mortgage funds, it might
be assumed that all governmental policies would be consistently directed to aug.
meeting and facilitating the flow of private credit into the mortgage area and
to seeking means for relieving an already overburdened Treasury of the added
load which tile recent statute imposes. It is reasonable to surmise that, if the
proposed taxes were in effect, one of the first means to be considered for this
purpose would be tax relief of savings institutions. This is in fact the policy
that has been followed in several western European countries as it way to en.
courage savings and investment.

The potential loss of funds to the mortgage market cannot be measured by
any such neat calculations as the Treasury arrives at on page 10 of its report
to your committee where the final conclusion appears to be that the net result
would be a reduction of 85,000 housing units from the current level of annual
production. Serious as even this would be, the loss could be far greater than
tills, because of the ability of mutual savings banks to shift readily into other
types of investment, including tax-exempt securities, Furthermore, no one call
estimate what volume of savings might be diverted from thrift accounts to
savings bonds (one of the best available tax havens for persons approaching
retirement), to mutual funds or other savings alternatives as a result of the
lower dividends that thrift institutions might be forced to pay under an altered
tax structure.

Moreover, the loss would be heavily concentrated in insured and guaranteed
mortgages-the volume of which the Government is willing to burden itself to
enhance. Tile loss would also be concentrated in those parts of the country
which, because of shortages of local conventional loan funds, have been most
dependent on the Insured and guaranteed mortgages which are virtually the only
media for the interstate flow of home mortgage funds.

The reasons for this are twofold. Since mutual savings banks consider their
primary obligation to be to their own States, out-of-State lending represents i
marginal use of funds and is certainto bear the brunt of any curtailment. The
exclusion of insured and guaranteed loans from the bad debt reserve can only
result In a shift of funds and a deprivation of the types of borrowers and the
areas of the country that are dependent on this financing. The assumption that
FITA and even VA mortgages are beyond possibility of loss can be made only by
those unfamiliar with these activities. Furthermore State supervisory authori-
ties make no distinction among types of mortgage investments in establishing
reserve requirements. The main point, however, is that the exclusion of any
important area of investment from the reserve calculation will, we fear, be
certain to diminish interest in that area of Investment.

Blut whatever the loss of housing production may be, the undisputed fact is
that there will be a loss where all evidence points to tile need for a gain. There
will be a curtailment where there should. be an expansion. The assumption that
the loss will be made up by increased mortgage investment by other types of
Institutions cannot be substantiated and Is dubious at best. The two possible
sources mentioned in the Treasury report are commercial banks and pension
funds. The fitst group already has sizable mortgage holdings roughly equivnlent
to those of mutual savings banks, There Is little reason to believe that these
will be mensurably Increased because difflculties are placedin the way of savings
banks; and there Is even less reason to believe that any Imnginnble Increase
would be placed in insured and guaranteed mortgages or distributed gographl-
enlly so ns to compensante for the curtailment of savings bank lending.

At the present, pension funds have only a small fraction of their funds in
mortgage Investment-about $758 million out of the $28.7 billion of corporate pen-
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s1onI funds-and only a small proportion of this is in home mortgages. While
soe Increase is certain, it Is unlikely that, in spite of their tax-exempt status,
peiislon funls will make up tile losses which the proposed legislation would cause
elsewhere. Moreover, since pension funds are the most untrammeled and yleld-
conscious Investors In the fleld, their mortgage purchases are marginal, erratic,
and undependable. Currently almost no pension fund money is going into the
FIHA- VA area.

As a final suggested substitute for the expected curtailment of mortgage lend-
lig by thrift Institutions, the Treasury report (p. 11) states: "It might be, for
emituple, thnt the goal of a high level of housing construction is better accom-
plished by such provisions as were Included in the Housing Act of 1001, primarily
tie special assistance prograin, provision of more liberal terms, and flexibility In
setting Insurance premiums."

''his Is strange reasoning. Besides Implying a preference for Government over
privato action, the Treasury ignores, or Is Indifferent to, the fact that the FNMA
special assistance program will require an outlay several times over the addl-
tionnl revenue anticipated from the enactment of Its proposals, As to the other
Items In its suggestion-the more liberal terms and the reduced Insurance pre-
iiimus-these may Increase the demand for mortgage money but they cannot add
$1 to the supply, while, at the same time, they would increase the contingent
liability of the Treasury.

While this association Is convinced that taxing thrift Is not a way to promote
economic growth, it recognizes the soundness of the principle of equality In taxa.
rion. To that end it would see good reason for taxing at full corporate rates
any Income derived by thrift Institutions from originating nnd servicing mort.
gages for others. Moreover, it would consider as equitable the granting of the
same tax treatment to Income derived from time deposits of commercial banks ns
Is granted to the Investment Income of thrift institutions.

In summary, the proposals before your committee would to an Incalculable
degree curtail the availability of funds for home mortgages and, In so doing,
would surely raise their cost-both of which results are contradictory of the
expressed objectives of the administration. They will Increase pressure for
governmentt outlays for housing In excess of any potential gain In revenue. To
adopt them In face of an Impending housing demand that will require for Its
sntisfaction a greater marshaling of resources than anything we have previously
provided, would be to put at risk the future welfare of the segment of the
Nation's economy.

Senator KERnR. Mr. George W. Pohsen.

STATEMENT OF GEORGE W. POHISEN, ON BEHALF OF UNITED
GARMENT WORKERS

Senator Knn. You have a prepared statement, Mr. Pohlisen?
Mr. PoHrsnw. Mr. Chairman and members of the Senate Finance

Committee-
Senator KXEn. Would you have a sent?
Mr. Poimsrn. I preferto stand.
Senator KrRm. Very good.
Mr. PoYYr.sE. Thank you.
Senntor KXEnR. Very good.
Arr. PoHLEv . I represent the clothing, the Gnrment ITnion, Local

UTnion 110 of the Tnited Garment Workers of America, in Philadel.
phia, fnfliated with the AFT.-CIO.

Our union takes exceptions to the bill that is before the committee
for several purposes or several reasons.

One is we are opposed to the bill on account of the bill provides
an enormous overhead expense on the part of corporations and
hanks who would be subjected, or, not "subjected," but. who would
he (aled upon not to pay the income tax that they now pay.
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The Government would be (elprived of that revenue by imposing
this overhead cost.

We are opposed to tile bill, too, bepeause tile bill does all injustice on
the old Peope, who are not obligated to have any withholding taxes
withheld from their income. I had an occasion on ,Mon(lnay, April
, to visit one of the hol,s of our Illenlihelrs who jlst recently died and,

here, hisk wife h11d two cheeks thnt morning from the A.T. & 'T., one
f~ $ T.h. ' 1e own nine shares.

she al.so h111d i che(k there for $22 from the Wellinigton M1uftlal

Now, if this law or if this bill was the law the A.T. SK '. would he
required to hold $1.60 out of that $9.81 cheek, and the Wellington
Mutual Fund would he obligated to pay-or, rather, withhold $4.40
out of that $2. elleek.

It hias been my oberva'tioll--I am the business agent of m1y tnioll,
and I come in collta(t with a lot of people both il my owln union tnd
throughout other organizations, anl 1 generally find that old people
have a fixed budget just how to live: "I am going to get this money
today and I am gofi'g to do this with it, and next, week I will get
that," and so forth.

To disturb that, I think it would be an injustice.
Another point that our organization has objection to and, incidental-

lv, everybody that came here before the committee opposes anything
being, withhelde but they iever pass Jin opinion on something that is ill
Ihis hill that is going to be given out.

There is $116.i billion to be given to corporations to improve their
plants so they can get greater production on the pretense or tile as-
Sumpt io) that it is going to create emplloy,,ment.

Our union thoroughly investigated this and we fire of the opinion
that, if that is permitted to pass1 and these firm. Call get grleter p110-
duction, then it consequently follows that they. need less workers.

The reaction of the( bill would ije to throw people out of employ-
ment .and, God knows, members of the committee, we know or our
organization knows that next to tile international problem the next
p'oblem of America is the employment problem.

We contend that it can l)e solved. The (Governiment ias an agency
already. It does not need to provide another agency.

We contend the social security agellcv is that agency. Congress
shouldd give these trustees power to take any action they desire in
order to reduce the ulnemlployment or to solve it.

In other words, if these trustees had this power fo1 authority they
cmld invoke tile same thing that was invoked .undem the INRA. 'here,
industry. labor unions, were called together and it was stated, "Here is
tihe problem in yours industry; what is the solution ?"

A d the niembers of my union, we sure did profit by that. We
are reap ig the benefits today. We reduced the hours of employmnLllt
from 44 down to 86. That. is tile basic hours of our employtnent, and
today in Philndelphin our industry-I speak for the whole.,sale (loth-
ing iI(dust'ry-has no unemployment problem. In fact, we are short
of men in the industry. 0

Our members are not only working 1(0 hours, but 40, and as high as
50 hours.
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We cannot get anybody to come in, and yet the pay in tile industry is
for 36 hours, or $1.2 it' week, aitd yet we cannot get them to una
h, ihl)dlpstry.
Iurterlnore, we are N'ery fearful about the Common Market. Of

. ur.e, our Nation, I guess, is forced into the position, We need allies
and mayhe they will have to go along. But we are very fearful what
the (ommon MIarket is going to do to our industry.

I lived through the common market during the 1890's. We did not
('fll it common market. We called it free trade.

We were also confronted with unrestricted immigrations, Chinese
coming in here by the thousands and others. Yet we had to first get
exclusion tinder the Chinese Act of 1890.

Then when we began to try to est rict otlier nations, all tie na-
tions of the world ganged up on us and even threatened us. They
contended that immigration was an international problem. We con-
tend that it was domestic and, thank God, our Congress had the cour-
age, in view of all of these threats, to pass the restricted immigration
A ws.

We are very fearful, after the Common Market gets operating, that
these, Asiatic countries, and others, will ask us to repeal the immi-
gration laws. 1 may not live to see it. I am in ny 89th year but,
nevertheless, you witl in a few years hence that that is going to follow.

Now, then our union feels 1e haive not the right to come here and
oppose this legislation or to criticize it without offering something
better in its place.

We favor the enactment of legislation making it mandatory for
all corporations that pay dividends, banks and others who pay interest,
to issue dividend statements and interest statements in triplicate.

One goes to the Internal Revenue Bureau; two go to the taxpayer,
one for his own record and one he must turn in when he mnkes his
next return.

I will just use myself as an example. I hold stock in A.T. & T.
I hold stock in Philadelphia Electric and Broad Street Trust.

I also have a savings account in the Philadelphia Saving Fund.
Now, when I make my return, Mr. Chairman and Senators, here, the
Internal Revenue Bureau has my four statements.

The Government examiner, le adds up my four statements. What
does it totnl, $3,000 ?

He looks at my tax return nl sees only $2,500. Then he checks
ill) with A.T. & r. and Philadelphia Electric and says, "Oh, this guy
told out on Broad Street Trust.' And then the Bureau sends for me.

And the Bureau shows me that and says, "Here we have a different
dividend statement from the Broad Street Trust. How is it you did
not iclude it in your return ?

That way all the redtape and all the paperwork that this bill before
you here fias is all done away with. The injustice to all people is
done away with and a very Simllifled form is that you get your reve-
ne at the top by not inposing this overhead on corporations and you

got an honest return from the taxpayer at the bottom.
We contend the revenue to the Government would far exceed any-

ihing that is in this bill, and I am hopeful, Mr. Chairman, in conclu.
sion, that the committee will give our proposals or suggestions con-
sideration, as in our opinion we think it is a simplified form and it is
easily understandable by all.
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'hank you.
Senator K?.1111. Thank you very mitch, Mr. Pohlson.
Mr. Paul R. Fitchen, 'for the* New York Clearing House Associa.

Ilion.
Proceed, please.

STATEMENT OF PAUL R. FITCHEN, ON BEHALF OF THE NEW YORK
CLEARING HOUSE ASSOCIATION; ACCOMPANIED BY CLEMENT A,
BRAMLEY, 3R,. SENIOR VICE PRESIDENT AND TREASURER OF
THE CHASE MANHATTAN BANK; AND MYRON M, ZIZZAMIA, VICE
PRESIDENT OF THE FIRST NATIONAL CITY BANK

Mfr. FITcEN:. Afi'. Chairman and gentlemen of the committee my
name is Paul R. Fitchen. I am executive vice president of the ieqw"
York Clearing House Association. I have witi me Mr. Clement A.
Bramley, Jr., senior vice president and treasitrer of the Chase Man-
hattan Bank, a member bank of the Clearing House Association, and
Mr. Myron M. Zizzamia, vice president of the First National City
Bank, also a member of the association.

We are appearing for the New York Clearing House Association
which at present consists of 11 member banks, listed in appendix A at-
tached to my prepared statement.

All of us, as taxpayers, have a substantial stake in the proper report-
Ing of income and heartily support the objective of collecting all taxes
owing the Federal Government. We are concerned however about
the withholding provisions contained in section 19 of YI.R. 10656. Our
member banks are affected in more than one capacity. The bulk of
the dividends and a large portion of the interest paid in this country
are handled by banks as disbursing agents. Moreover, our member
banks would be very much affected by withholding at the receiving
end as well, through personal trusts, pension trusts, and many capaci-
ties in which the banks serve as trustees or custodians.

We fear the withholding plan on dividends and interest is not going
to work effectively and that it, will prove to be troublesome for the In.
ternal Revenue Service as well as for our member banks. We fail to
see how the Internal Revenue Service will be able to handle the massive
volume of refunds in the absence of receipts; but the bill properly
omits a requirement for receipts.

We suspect that tinder the proposed bill the Treasury will retain
niany small amounts to which it is not entitled because of the ignorance
and inertia of many small savers, and will be in no" better position to
collect tax above the 20 percent rate from those persons who are not
now properly reporting dividend and interest income.

Contrary to many statements that have been made on this subject,
withholding on dividends and interest is not the same as withholding
on wages. The 18 percent rate of wage withholding has built into it
the standard deduction. Each wage earner, in adjusting the amount
of withholding to be applied to him individually, may take into ac-
count his personal exemptions, inchdintg his exemptions for depend-
ents. There seldom exists, in connection with wage and salary with-
holdig, the problem of frnlltiple payers. Tnder the p!ocedtire for re-
ceipts which are practical in connection with withholdlig on wages
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and salaries, the propriety Of refunds may be easily and promptly
checked by the Internal Revenue Service.

We are now about to undertake considerable additional expense in
adopting the new taxpayer identification number system. When auto-
matio data processing and the taxpayer identi fication numinler system
are in ful swing, the Interal Revenue Service will or sliould
be in a position not only to detect underreporting of income but also
to check, within the period of time accorded to the Internal Revenue
Service to assert; additional deficiencies, the propriety of prompt re-
funds that have been made. We believe, if withholding subsequently
proves necessary, that a withholding system without fihe use of tax-
payers, receipts would be a less dangerous innovation after the tax-

paer identification number system and ADP are in full operation.
Hopefully, however, the equity of mass overwithholding and the ex-
penso of imposing a withholding system at such time will prove to be
unnecessary.

The original Treasury withholding proposal submitted to the Ways
and Means Committee was the simplest from the standpoint of payers.
The Treasury recommended a flat 20 percent across-the-board with-
holding, without exception. As presented by the Secretary of the
Treasury-

'rh11. wIlth1hoh11llg agent woul'.d Ii' 11skt'i (o lIt wthhiq'hJ on it .4lt1111(. Hlat fee rni'toI,118l8 wllhollt exe~llIl~tlolis.

Under that scheme, the payers would merely pay 20 percent of the
total dividend and interest payments to the Internal Revenue Service.
With exemption certificates added, the gross amount of dividend and
interest payments must be adjusted in order to take account of each
exemption certificate that has been filed.

Obviously, withholding can be less expensively handled by payers
in the absence of exemption certificates. However, to the e.xtelt ex-
emption certificates are permitted to enter the picture, we fail to under-
stand why they are not permitted for tax-exempt organizations at
least to the same extent as they are permitted for individuals. For
example, under the bill, individuals (who are not subject to tax) are
entitled to file exemption certificates for dividend income, but tax.
exempt organizations are not. Moreover, if exemption certificates are
p permitted for dividend income, they should logically be permitted for
interest on registered bonds.

Admittedly, exemption certificates complicate the system and are
burdensome to payers, but if permitted at all, they should be permitted
on a nondiscriminatory basis for all exempt persons. In this connec-
tion, it should be made clear in the bill that tax-exempt organizations
inclde pension, profit sharing, and other employee benefit funds that
are exempt from tax.

The most serious problem for our member banks with respect to
exemption certificates arises from the fact that individuals over ne
17 must file them on an annual basis. Such a system means that trie
withholding agent must annually classify all his payees according to
whether they are or are not exempt. Eah change of status must be
reflected in the paying system, with the technique varying according
to the system and equipment used, We strongly urge that if with-
holding is to be adopted with exemption certificates, an exemption
certificate be treated as permanent, until revoked by the person that
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flied it. The exemption certificate should have the taxpayer's identi-
flation number and a copy should be filed with the Internal Revenue
Service for its records.

To conclude, we recommend that action on withholding on divi.
dlends 1111d interest 1e deferred until the identification number sys-
tem is in full use an alutomntle (1til processing is in full operation,
We niderstnd that AP and the taxpa~ver's identilficationl numbers
will provide the Internl Ilevenne Service with a consolidated tax
account, for eacl tatxpaver that will reflect his c.orret tax status at ally
given polit il titte. Tlus, the Service will ha1ve the needed eqiv.
lent ofl rlleeipts to permit prompt, refunding and adequate policing
of millions of returns. Until the Service is thus armed, prompt re-
fulds must he made solely on faith, and the Service will be in no
better position to collect tlx a above tie 20-percent rate from t hose pre-
sons who fail to report Ill their income.

If withholding is to be adopted at this time. however, we agree
with the Treasury and the House Wavs and M1eans Committee's
decision thnt the sytstemi should niot be burdened with receipts. Pro.
vision for exemption certificates should either be eliminated or, if
retatned, n exemption (,ertificate should he treated ns permntalelit
until revoked lby ilie pe,'son that tiled it. Tax-exempt organizations,
including pension fluds, should )e permitted to use exemption eortili-
cates to the extent such use is extended to others, and no distilnction
should be made in this connection between dividends and interest on
registered bonds.,
I think you for this olportunity to present the view of the associa-

tion.
The Cim r Im., Thank .you very much, Mr. Fitchen.
(,App. A follows:)

Arrr.xmnx A. 11l11JER BANKS
qhe Bank of New York.
The Chase Manhattan Bank.
First Natlonal City Bank.
Chemical Bank New York Trust Co.
Morgan Guaraity Trust Co. of Now York.
Manufacturers la over Trust Co.
Irving Trust Co.
Bunkers Trust Co.
The Marine Midland Trust Co. of 'New York.
united States Trust Co. of New York.
(Orace National Bank of New York.

The ('nttRMN. The next witness will be Mr. G. Edward Cooper,
of the P'ennsylvatni Bnkers Association.

STATEMENT OF G. EDWARD COOPER, ON BEHALF OF THE PENN-
SYLVANIA BANKERS ASSOCIATION; ACCOMPANIED BY BELDEN L.
DANIELS, EXECUTIVE MANAGER, PENNSYLVANIA BANKERS
ASSOCIATION

Mr. CoOEr. I nm G. Edward Cooper, senior vice president of the
Philadelphia National Bank, Philldelphil, .la and today I amtl ap-
pearilg before you is a representttive of tlie IPennsyivanlia Bankers
Assoeintion.
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Mr. elden 14. )aniels, exeilti'e manager of tile Pennsylh'anhI
ltnkers Associatt ion, is to my left.

With yourif permission, sitr, I would like to have this statement filed
Ili its entirety and just talk with you about the highlights. It will
sato time and probably chrify some of the points.

The CHAIRMAN. That will be satisfactory. The statement will be
pi'hlted in its entirety.

(The statement referred to follows:)
STA EME.NT OF 0. EDWARD CooPER on EHALF OF THE PINNOYIAANJA

,N tIEls ASSOCIATION

My 1lnino is G. Edward Cooper. I am a senior vice president of the l'hitiel-
lilut Naitloinl Bank, I'lilltdellihla, l~., and I aim appearing today as at representa-
tire of The l'ennsylvania Bankers Assoclation to comment on the dividend unl
Interest withholding provisions of H.R. 10050. In my capacity ais chirmn
of the Bank Management Committee of the American Bankers Association, I
testified on withholding before the House Ways and Means Committee on May
2(0. 1001. For the past year I have been one of a group of bankers brought
together by the A.B.A. to consider withholding and, along with other members
of that group, have met on several occasions with Treasury officials and staff.

The Pennsylvania Bankers Association opposes enactment of section 10 (the
withholding provision) In Its present form because it Is neither practicable nor
workable. Further, we believe there are alternative procedures available to the
Treasury Department which will obtain the same objectives as are sought by
this bill without subjecting millions of Individuals, along with payers of Interest
and dividends, to the burdens and costs of a massive and cumbersome with.
holding system.

I should like to emphasize at the outset that our position on this section
should in no way be Interpreted as condoning the failure of any recipient of
Interest or dividend Income to report such Income where applicable for tax pur-
imses. Commercial banks have expended considerable time and money to assist
the Treasury In obtaining all of the revenue which Is due and payable from
these sources. We pledge ourselves to continue full cooperation with the
Treasury In this matter.

To appreciate the Impact which mandatory withholding of interest and
dividends will have on the Nation's commercial banks, It Is necessary to keep
li mind the magnitude and variety of bank operations affected by this bill.
Commercial banks now hold nore than 00 million savings and time Accounts,
nino .t all of which are Interest bearing. It Is quite possible that there are
more savings and time accounts in commercial banks than there are Individuals
now subject to wage withholding; certainly If we add to the accounts in the
commercial bnnks those In mutual savings banks, In savings and loan assocla.
lions, and In credit unions the number of accounts far exceeds the number of
persons from whom income tax Is presently withheld.

Tie great bulk of commercial banks' savings and time accounts are of very
sinall size. According to a survey conducted by the American Bankers Associa-
tion several months ago, approximately 82 million of our regular savings ac-
counts receive interest of less than $12 A year, with some so small as to receive
no Interest at all. A significant fact developed with respect to these small ac-
eotnts is that although they comprise approximately two-thirds of all savings
accounts in commercial banks, they receive less than 5 percent of the total
interest paid. It Is probable that, as the Treasury points out, some of this
Interest Is not reported, largely because of carefessness, but whatever the extent
of this ttonrel)orting It is also clear that the Increased revenue to the Treasury
froin withholding will be small In the case of these 82 million accounts.

Deposit accounts are not the only facet of bank operations which will be af.
feted by withholding. For example, commercial banks will be affected with
respect to dividends paid to their stockholders, dividends on the stock and the
Interest on obligations of other corporations for which they act as paying agents,
Interest coupons on Government and corporate bonds which are presented to
bniiks for collection, redemption of U.S. savings bonds, and the receipt and
distribution of Income to trust beneficiaries afnd to religious, charitable, and
eduntional organizations for whom banks act In a fiduciary or custodial capac-
ity. In short, commercial banks will become a major tax collector for the
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Treasury under filly system ImIpOsilg a withholding tax on dividends or in11orter
at the source. And, of course, they will be blamed along with the Treasury mt
the ('oIngre s for any hardship or Inconveniience caused the (lividend and Intmt'ef
recipients against whom this tax Is withheld.

A itiajor operatlonli difficulty, which cuts across all phases of bank operations
sil s from the exenption certificate provisions of section 10. When withholdi
was li'st propaoI'd It was III the form of a flat 20 percent against all paymneiltis
of taxable linterest or dividends, without exemptions or exceptions. This w
vigo'otisly oil)(l1ed becillso of the ImIininequities and difficulties imposed ont
t he average tiiXpayer InI filing tax returns and, where necessary, In clainiig
refunds. The siliie consilerations were apparent to the House Committee onl
Warm and Means, and that committee therefore sought to relieve these Inequities
by Introduelng exemption certificates for certain types of income. While this
wias of some help, it was only partially successful. At the same time, It created
st ii tatore dflletiltlei for commercial bnilks and other payers of Interest and
dlivilends.

Let, in10 note, first, seveal exniple of ineqiltles reialning under Ihe exeiill.
thun terticalte procedure: A ninor under 18 years of ago 0ind ill ndividhiul
who expects to have no tax liability for the year may file an exemption cer.
tilleite with an interest paying agent, a dividend paying agent, and at the time
of redeeming series li-oInds. However, the minor or Individual could not ile
sich n certiflcnto as a beneficiary of a trust fund. Another example: A tax.
exempt organization may file an exemption certificate and avoid the withhold-
ing on delosit or share-necount Interest and on Interest on Government snvig:
bonds but on nothing else. Thus churches, charities, pension trusts. and other
tax-free entitles will be deprived of Income for a period of time nd be required
to file clnins for refunds. Still another Illustration Is found In the fact thnt

lite exemlption privilege Is not available foi nny holder of bearer bonds with tax-
a hle interest coupons.

Turning to the effect of the exemption certificate procedures on payers of
Interest nnd dividends, the operational problems concerned can best be ii.
listrated with respect to savings accounts. Obviously, to process, file and main-
fain e.iemption certflenites and to keep exempt accounts segregated from other
aeeotiits will he a major problem for commercial banks. Further, section 10
provides that in most Instanees exemption eertifleates must be filed nniinlly,
thus compounding these dificultes. The task arising from the continuous lf.
flig of new certificates, canceling old certificates, atid attempting to keep track
of customers who may have forgotten to flle their certificates (ani who will
blame the banks If not reminded) Is indeed formidable. Thus, the exemption
.ertiflente procedures of section 10 fall to remove nil inequities but. at the sanie

time. Impose an immensely complicated system upon commercial banks and other
pnyer.s of Interest ind dividends.

Let Ine turn now to another area In which withholding will Introduce con.
fusion In bank operations. I refer to the payment and collection of Interest-
hiringr coupons which are cashed or deposited at commercial banks. All bank
tellers handling coupons as well as nll transit clerkA and employees of pnyltig
agents will have to be trained to handle these coupons at 80 percent of face
value. The pns iblllty of error at one of the ninny stages of the handling of
'oupons would be Increased. Each person so engaged will have to be furnihed
with a table slowing amounts ranging from n few cents to many dollars In
order M, readily determine 80 percent of all coupons of every lossible value.
This cannot be n one-pnge table or even a simple pamphlet beenso eoupnn. are
ili longer is41d In even amounts, bitt may well he odd amountq such ns $1.81,
$10.33. or $22.tOR. The problem will he complicated by the fact that coupons
nn tnx-exempt honds will continue to pass through the banking system it face
nlie.
Operatinal problems caised by withholding are necessarily reflected in de-

teriorated cistomer relnatin. This Is probably more evident In the case of
s.ivlnsm Ighids than IIi any other area. These bonds are discount bond, sold
iorfimnrhly to rpnplo of moderate Incomes. ninny of whom are not sophIstleated In
Investment proeedires. A nsle selling point hn always been the promise that
hv pnymenrt of n eortnn sunt now the hand will be redeemed within n given
number nf yearx at Its fne value. N'n nmnunt of advertising is going to re-
pair tlie adverse effect upon many Individuals when they find that their $25
hand In redeemed by the hank at $23.7l. Not only Is the bank the looer In this
trausns-tinn, sineo n customer or potential eutnmer will be Irritated, but the
Poe4ral (lovorrnment also will he hurt as savings bond ln.e some of their appeal.
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Wlitlholding will result In many complications for trust departments, I am
sore that the difficulties and IneqUities Involved In this area vill be presented to
you in detail by representatives of trust institutions.

8ome of the operational difficulties to which I have referred could be alleviated
by amending section 19. For example, the exemption certflcate problem would
be considerably eased If the bill were to provide that, once filed, such certificates
could be relied upon by banks until revoked by the individual. Other helpful
aniendments would be: (a) to provide for consistent usage of exemption certill.
(ites, I.e., tax-exempt organizations should have the same privilege as in.
individuals with respect to exemption certificates; (b) a bank or trust company-
or one of its nomInees--should be permitted to file exemption certificates with
players of interest or dividends and, In turn, be responsible for withholding In
the case of trust beneficiaries.

In addition, your committee call do much to ease the Impact of withholding
It the bill Is amended to exclude withholding on marketable governmental and
commercial securities. Great as the problems are with respect to withholding
on dividends and on interest on savings accounts, they are very much greater
when applied to the coupon iand other interest payments on securities which are
bought and sold In the market from day to day. The operation of our modern
markets In governmental and commercial securities Is now quite complex, and
to subject the Interest on these securities to withholding will further complicate
the consummation of transactions in these markets. These securities are held
largely by Institutional Investors (including foreign and domestic governmental
units) and In trust for individuals, and we believe that there is little, If any,
failure to pay proper taxes on Interest from this source of income.

Although I earnestly recommend these amendments for your consideration,
their adoption would not make the withholding system proposed In section 10
fair or workable; It would simply ease some of the burdens. Despite this, I
would personally endorse a withholding system-and I am sure the overwhelm.
lug majority of bankers would do likewise--if we were convinced that withhold.
Ing were the only way to assure full reporting of interest and dividends on tax
returns, However, we do not believe this to be the case. On the contrary, we
are convinced that the Treasury can collect the amounts due by making use of
procedures already available to it. In this connection the use of automatic data
processing equipment should be of great assistance. Certainly so long as there
is a possibility that the Treasury will be able to accomplish its objectives with-
out imposing withholding on the Nation, an opportunity should be given for this
to be done.

I would suggest a four-point program to the Treasury which will, we believe,
constitute a fully satisfactory alternative to withholding.

1. Continuation of the taxpayer educational program that has been under.
way for Just a few years, the objective of which is to alert taxpayers to the
requirement of reporting all Income from interest and dividends.

2. More effective enforcement of tax laws and active prosecution of of-
fenders,

8, Revision of tax forms to more clearly emphasize taxpayers' obligations
and to require response to questions that would deter fraudulent or careless
completion.

4. Effective and extensive use of electronic data processing equipment,
perhaps combined with expanded requirements for Information returns
from banks and other payers of Interest.

With respect to the last suggestion, it should be noted that account numbering
will soon be a fact, which should greatly facilitate the use of automatic equip-
ne it. Let mne quote from an article in the March 81, 1062, issue of Business
1I1rek, describing an appraisal of automatic data processing equipment by
,1Mortimer M. Caplin, Commissioner of Internal Revenue:

"H1ack in January, Caplin described the advantages of the ADP system. Within
a few years, the master file at Martinsburg will hold records on 78 million tax.
lpayers. These accounts can be matched against returns or can be sorted out by
any of a wide variety of criteria. The tapes, printed at 600 lines per minute,
will run off the name, address, and pertinent information from any return that
Peems to bear auditing. The system will automatically put the finger on those
who fall to file returns, who owe taxes for previous years, who file duplicate
claims for refunds, whose returns sllow 'discrepancies or unusual characteristics'
tlit wnrrnnt investigatihi."
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Although commerchil bnkers beliovo that a withholding system Is uteceesui ry
in view of alternative procedures available to the Treasury is realists w recog.
size ihat such a system may be enacted into low. ifthisisdone, It Is esselitil
thit the commercill banking system be given suillelent time to prepare for this
momientltl task. Existing equipment il many instances will have to be altered
fill(1, Ili some cases, be replaced. Procedures will halve to be devised to split all
ilceouits Into exempt and nonexempt accounts. Countless other arrangements
will have to lie madtle If tills Job is to be acom!)lished it all. M3iy of these ar.
ingoenl(lts litllier be made until regulations based oil the act Itself are Issued

b.y i le Treasury D)epartment, nd such regulations may be Issued considerably
litf ti th1 tie date at which the I)111 beconies law. Accordilgly, If thisll 1 I'll.
iite, Into law, I strongly urgo that banks be given it least I full year to l)remlIr
for withholding.

Tis Conc(lt(es lily testinioiny on section 10 of the bill before you. There Is not
sulileient time for tlue to coen11lt onn other se(,tions, but I should like the record to
sh.Iw tile following resolution adopted by tile I'etinsylvnntlhiankers Assoclatinii
wlth respect to section 8 of tlis bill:

"The Plemsylvanit tinkers Associtlon Comiell of Administration reamlri-s
Its positionll that tile present condition of Federal tax inequity between conlm(,r-
M11 halks, saviligs and loan associations and other miututal organizations slmlh
lie corrected without further delay. "ile association Is convinced that the pre. .
(lt lt,'ift of' 11.11. 10050, ng passed by tile House of Iepresentatives ol March 20,
does liot represent a proper correction of tilts tax Inequality upon financial lnstl-
titions. 'rie present provision which would accord savings and loan nsSoeliltiolls
ii Izx free tirt of o0 percent of net earniligs Is Intolerable and is not Ini keeping
with lue Amerleit heritage of fair plny. We agree with tile position of P.S. Nee.
r,,tnry of tli ''reasury Doltglns Dillon In his testimony before the Senate lihtcne
Committee on April 2 on IT.R. 10650. with 'egn'd to tile taxilnt of snvligs f1i(]
w:ii n.8.m of'hl ion%s. W'e il'ge tlle T1.S. Sentite to nmllel(d thi' (10t ll.'ent nf nel ol'lri.
Ilig's provision of T.1. 10650, In tile mnnner suggested by Seeretnry DIl'on."

Mr. Cooyp7-I. Alo for yoll infol'ilnton, T am mn.reentlv chairman of
the Bnii Arnn imgelnipi OlllitmiIpe of ill(, ,\ icimi Thinkers Assool-
lion find. i tha fnt efa hty', apleired before the Touse Ways and
Mfe,1.s (ommnittr ill M al' of 1901.

Sie fihat tim , along with some associates iti the American 3annk-
ers As ,,oilif , w(, have heen wor'ktn01 with the offeial staff of the
'l'Teus!Ii'v :l) lie Tnternel Revelijie on the mnny complexities id
tl(,, tC('hiill d(letails of this propose(l hill.

AS ia matter' of fact, we spellt most of this morning worldlvg with
thfii C.'rrill) which. we hope, indtestC. that we aire trying to )c n.
oppralive.

The PPlm.s,'VlVinin 13ank.ers Ass intion a.s of this luomont, through
action of i. expcutiVe 'noflitmitee alid col1 of administration, op.
pose the hill oil the urisomid that as it is written it i. nelithei' pilCti'ftl
3101' Voi'knhle, and T woull devote my time to (smllsllsng with yeOl
.gome of the operntional plnes that are very diffilt as it, is nowwrit 'i.

W1ith reference to exemption certificates, exemption certificates were
added to the bill after the House Ways and Mefts Committee had
considered the matter.

As You will recall, the Treasury first proposed that. only a straight
20 percent, fiat withholding would be imposed. This was considered
not equitable and exemption certificates were provided.

T-Towever, this only partially solved the situation and, as a matter
of fact, (lded many other complications. For example, a minor, one
m1de' age 17, or an in dividtil who has no tax liability is permitted
to file an exemption certiflefite with respect to interest on deposits,
ttid with respect to dividends and with E-bonds,
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But he does not have the privilege of filing all exemption certificate
where it person is a beneficiary through a trust department of a bank.

Also, for a tax-exempt organization, the bill provides that such an
organization may file an exemption certifleate with respect to interest
on deposits nd E-onds, and that is all. We question this because
churches, charities, and other types of tax-exempt organizations
would be deprived of dividend income for a period of time.

Still anomt IPr illustration is found in the fact that the exemption
privilege is not now accorded to anyone with respect to interest on
coupons on bearer bonds.

Now, again with regard to the exemption certificates, the bill pro-
vides that those that ame filed by minors are good until the first of the
year in which the minor reaches the age of 18. In all other instances
they are filed to be good annually, and it must be renewed on an an-
nual I)asis.

This will entail a considerable amount of detailed work in setting u
r-ecorfds, receiving these certificates each year, and, as you can well
Imagine, many individuals will be slow andl tardy in filing, and it will
create substantial customer relations problems, we feel.

Therefore, while the exemption certificate procedures as set ll) in
section 19 fail to remove all of the inequities, we feel they (to impose a
complicated system upon commercial banking ad other l)ayei's of
interest and dividends.

There is one other area in which we are very much concerned about
the detailed handling, and that has to do with coupons from bearer
bonds,

Provisions at the moment provide that the paying agent must set
aside 20 percent of the total amount of the coupons due on the date
they are clue and payable. This means that in the lands of an individ-
1al owner of a bond, who clips a coupon as of a certain date, the coupon
is good for only 80 percent of the amount shown on the face of the
coupon, which could mean that whatever rate he disposes of it, either
by cashing it in his town or depositing it in a. bank, is good, or it is,
good for only 80 percent of the figure that is printed on the face, and it
must be processed that way through the entire banking system and
through tie Federal Reserve System.

At the same time, those bonds, the interest of which are tax free, will
bo processed at 100 percent of the face value.

With millions and millions of these little pieces of paper flowing
through the banking system, at an amount different from that printed
on them, we envision quite a bit of trouble in the proper handlfig and
settlement features. I

We are concerned so far as the E-bonds are involved because so
many customers have for so long a time been.purchasing them. They
come in to cash or redeem them, and they expect to receive the amount
shown on the back of the bond.

We expect quite a public relations problem here, to satisfy them
f!int that they are not entitled to the amount that is printed on the
bond, but then to explain to them the reasons for the reduced amount
that is phid to them.

In considering all of these problems we would suggest that section
19 of the bill, with regard to the certificate problem-conditions, we
suggest, would be considerably eased if it would be provided that once
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the certificates are received by mayors of interest and dividends, they
would ho good until revoked.' It would then not be necessary to have
this constant turnover each year in the filing of the certificates and in
the adjusting of our various records.

We would also say that consideration should be given to provide for
a consistent usage of the certificates. If a tax-exempt organization or
nontaxable individual is entitled to file in any instance, lie should be
entitled to file for all.

Also, we would suggest, and this will be covered in greater detail
by someone from tie trust end of the banking business, that a bank or
trust company, or one of its registered nominees, should be permitted
to file exemption certificates and, in turn. be responsible for the with-
holding in tile case of the trust beneficiaries. The trustee is in a good
)osition to decide and make exemption certificates effective to the ex-
tent they are applicable to trust benefleiaries.

Now, going back to the question of the coupons on the bonds, there
are several alternatives, and at this point it is our recommenidation
that this committee consider excluding withholding on marketable
governmentt or corporate securities.

As great as the )roblems are with respect to withholding on dlvi-
(lends and on interest on savings, they are much greater when applied
to the processing of these coupons and other interest payments onl se-
c'ities, including adjusting for the 20-percent wit Iholding in the
case of transactions, sales, and purchases, where the accrued interest
must, be adjusted for this withholding.

The operation of our foreign markets in the securities is now quite
complexx and to subject the interest on these securities to withholding
will further compftcate the consummation of these many transac-
t ions.

As a matter of fact, these securities are largely held by institutional
investors, including foreign and domestic governmental units, in trust
for individuals, and we believe there is little, if any, failure to pay
tie proper taxes on this Interest.

Although we earnestly recommend the amendments for your con-
sideration, we still feel that their adoption will not make the Withhold-
ing' system, as proposed in section 19, fair or workable.

"It, vill simply ease some of the burdens.
However, we are convinced that the Treasury can collect the amount

due them, and we certainly do not condone the' failure on the part of
any individual to not pay taxes, either deliberately or fraudulently,
but we do suggest that. there are means available to the Treasury to
accomplish the objectives with which we all agree, ond we suggest for
your consideration a four-poilt program:

(1) Continuation of the taxpayer educational program that has
been underway for just a few years, the objective of whiA is to
alert taxpayers to tilme requirement of reporting all income from
interest and dividends;

(2) More effective enforcement of tax laws-and active prosecu-
tion of offenders;

(3) Revision of tax forms to more clearly emphasize taxpayers'
obligations and to require response to questions that would Aoter
f'addulent or careless completion-of the form: and

(4) The effective and extensive use of electronic data iocess-
ilg equipment, perhaps combined witfh expanded requirements
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And with respect to this fourth point, it should be noted that account
tiumlheving will soon be a fact which should greatly facilitate the use
of a1utonatic equipluent.

I night say, Seiator, in addition to our cooperation in this field,
banking is being called upon to.handle a very heavy job, time consum-
ing, costly in implementing this taxpayer number system, which we
believe to be logical, and we have cooperated so far and will do so
until it is fully implemented.

It as quite interesting for us to note in the Business Week magazine
of March 31 of this year a quotation from the comments by the Com-
missioner of Internal Revenue, Mr. Caplin, which in part says that
Ite described the advantages of the automatic data processing system,
and that within it few years the master file at Martinsburg will hold
records on 78 million taxpayers.

The system will automatically it the finger on those who fall to file returns,
who owe taxes for previous years, who file dupleate claims for refunds, whose
returns show "lisereitmclem or unusual characteristics" that warrant In.
vestigation.

All of that adds tup to what would be a very effective tax collection
system.

Now although the commercial hmnkers believe that a withholding
.stein is unnecessary, in view of the alternative procedures available

to the Treasury, we as realists, recognize that such a system might be
enacted into law. Iftiis is done, it. is essential that the commercial
banking system be given sufficient time to prepare for this monu-
mental task. Existing equipment in many instances will have to be
altered and in some cases replaced. Procedures will have to be devised
to split all accounts into exempt and nonexempt. Countless other
1rangements will have to be made if this job is to be accomplished
it all.

Many of these arrangements cannot be made until regulations, based
on the act itself, are Issued by the Treasury Department, and such
regulations may be issued considerably later than the date on which
this bill becomes law. Accordingly, if#the bill is enacted into law, we
strongly urge that banks be given at least 1 full year to prepare for
withholding.

We feel that this is certainly within the realm of reasonableness,
because of the length of time it has taken the Internal Revenue to set
tip their electronic data proessing system. We, too, in the banking
svstem need time to set up what would properly be necessary under
%v ithholding.

That, sir, concludes my remarks on section 19.
Before closing, however, I would like to have included in the record

tle following resolution on another subject in the tax bill which was
adopted by the Pennsylvania. Bankers Association with respect. to
section 8:

The Pennsylvania Bankers Association Council of Administration reaffrms its
position that the present condition of Federal tax inequity between commercial
hanks, savings and loan associations, and other mutual organizations should be
corrected without further delay.

The association is convinced that the present draft of H.1. loffiO, as pssed
by the House of Representatives on March 29, does not represent a proper cor.
ieetion of thiM tax inequality upon financial Institutions,

82100-2-pt. 5-80
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Tie present provision which would accord savings and loan associations i
tax-free gift of 60 percent of net earnings is Intolerable and is not in keeping
with the American heritage of fair play.

We agre with the position of U.S. Secretary of the Treasury Douglas Dillon
it his testimony before the Senate Finance Committee on April 2 on H.R. 10050,

with regard to the taxation of savings and loan associations.
We urge the U.S. Senate to amend the 00 percent of net earnings provision of

H.R. 10650 In the manner suggested by Secretary Dillon.

Thank you.
The CIAIR3MAN. Thank you very much.
Mr. CooPER. Thank you, sir.
The CHAIRMAN. The next witness will be Mr. Cecil Bronston, rep-

resenting the Corporate Fiduciaries Association of Chicago.

STATEMENT OF CECIL P. BRONSTON, ON BEHALF OF CORPORATE
FIDUCIARIES LSSOIATION OF CHICAO0

Mr. BROsToN. Mr. Chairman, my name is Cecil P. Bronston. I
am a vice president in the trust department of the Continental 'Illinois
National Bank & Trust Co. of Chicago and I appear here today in
representation of the Corporate-Fiduciaries Association of Chicago,
of which I am currently the secretary-treasurer. The regular and as-
sociate membership of this association is comprised of the major banks
and trust companies engaged in the trust business within Chicago and
Cook County, Ill. Customers and beneficiaries served by our, and
similar, trust institutions of the Nation constitute a full cross section
of our citizens--taxpayers and tax exempt, individual and corporate.

Pursuant to the time schedule of these hearings, my remarks will be
limited to the subject of withholding taxes on interest and dividends,
with special emphasis on the inequities of such withholding affecting
filduciaries and trust beneficiaries. We favor the collection of taxes
in full from all citizens from whom taxes are justly due. But as to
the method of enforcing collection of taxes due on interest and divi-
dends, we stand unequivocally opposed to withholding such taxes at
the source. May it please this committee, in its wisdom, to bar from
further progress this completely vexatious piece of legislation.

Viewed from a distance, especially through the eyes of officials re-
sponsible for the collection of taxes, it is understandable that tax with-
holding of dividends and interest presents a rosy dream. Taxes can
be collected in large chunks from a comparatively few sources. The
Treasury will get its money immediately-in some cases, perhaps even
before the taxpayer received the income on which the tax is based.
And, superficially, at least, with oni, big "pouff,, withholding will
even eliminate the cash requirement!, for payment of approximately
one-flfth of the interest burden of the national debt. But withhold-
ing, viewed close at hand through the eyes of those who must carry
out the detailed work involved, is a terrible nightmare.

Mafitjor decisions must be made by the adm nistration and congres-
sional policymikers here in Washi ngtoin. Broad-scale, big thinking
is necessary. One can appreciate how the seeming major benefits of
tax withholding would cause an official to flavor it; unless lie has been
etdequately informed of its intolerable burdens and cost to that sec-
tion of our citizenry and business which will be adversely affected.
Butt thinking has to be followed by doing and I know this committee

2120



REVENUE ACT OF 1962

will not consider it small of me if I speak out on how the doing in-
volved in this tax withholding will adversely affect our trust insti-
tutions and trust beneficiaries. If we do not explain our plight, who
will?

Our trust institutions are caught on all sides. On the one hand,
we are dividend paying agents, we are interest-coupon-paying agents,
and we are processors, recordkeepers, and forwarders of interest cou-
pons en route to collection; on the other hand, we receive interest and
dividends in behalf of estates, trusts, and custodianships we handle
as stewards for taxable and nontaxable persons pension and other
employee welfare funds, churches, colleges, charities, and other
entities.

Under tax withholding, merely our accounting work will be at least
trebled. Take, for example, eaci stock held in trust for a beneficiary.
Today, for each stock, we record and report in one figure the receipt of
i dividend, the tax vithheld, the net sum received, and then practical
necessity will require that we report all to the beneficiary in such way
that the withheld amount can either be grossed up on a tax return
or a claim for refund of taxes can be made.

Under H.R. 10650, a tax-exempt person who received dividends
direct can claim exemption from withholding, but that exemption is
denied to a trust beneficiary. Time consuming explanations will be
the rule and will add their intangible measure to the cost. Recoup-
mient of the overall expense will be virtually impossible, although such
expense thus falling on our banks and trust companies will naturally
be reflected in their own tax returns.

Government warehouses are full of the tax and information returns
trust institutions now file in behalf of their trusts and customers.
Representatives of the Treasury Department state frankly that such
information is little used because to do so would develop a greater
administrative cost to the Government.

Yet there appears to be no hesitation in casting upon our trust
institutions wftholding costs which may well bear more heavily on
us than would be the relative cost to the Government in using its
available information. The Wall Street Journal of April 6 featured
an article showing that the Internal Revenue Service is on the thresh-
old of making this information usable through data processing and
the new taxpayer account numbering system which Congress adapted
last year.

It will be an economy to all if, in lieu of tax withholding, we bend
our every effort to put the new system into effect with the greatest
possible dispatch so that presently available and even augmented in-
formation will be fully brought to bear on tax collections.

This is a time for plain talk. The Government, which receives the
taxes, should be its own collector, so that the burdens of the collection
fall upon the body politic as a whole rather than on any small segment
of that body.

It is clear that if the least cumbersome and least burdensome meth.
ods of tax withholding on interest and dividends are used-that is,
across-the-board withholding without exemptions-injustices and in.
equities will inevitably result among those citizens who receive the
interest and dividends. On the other hand, if measures are included
to remove the injustices and inequities--thereby permitting exemp.
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tions to nontaxpaying citizens--the administration of the law becomes
increisin gly and unfairly burdensome on those charged with the
withholding or collaterally affected by its provisions.

We would prefer to limit our case to flat opposition to the with-
holding on interest and dividends. But, since the House of Repre-
sentatives has passed the bill, our duties to our customers require
that we deal with the subject on the premise that if tax withholding
on interest and dividends is to be made effective in some form, there
should be eliminated the unjust discrimination now present in H.R.
10650 against otherwise tax-exempt citizens who are trust beneficiaries.

Senator IKF.Rit (presiding). Now, do you make that clear in your
following language?

Mr. BItONSTON. Yes, sir.
Senator KICa. All right.
Mr. h RoNSTON. If, despite the cogent reasons against. withholding,

we must nevertheless suffer its enactment, we seek your favorable con.
sideration for these two suggestions:

(1) That banks, trust companies and other responsible trustees,
as designated under regulations of the Secretary of the Treasury, be
made the withholding agent for registered interest payments and
dividends payable to them in their flkuciary capacities.

In short, if this suggestion were adopted, responsible trustees would
be )erlitted to file exemption certificates with the registered interest
and dividend payers. Such trustees would receive the registered in-
terest and dividend payments in full and would, in turn, become re-
sI)onsible to the Government for withholding,. and payment of the
withholding tax in behalf of their trust beneficiaries pursuant to the
individual taxability or tax exemption of such beneficiaries.

This procedure would reduce and in many cases eliminate the tax
withhol ding hardships on nontaxpaying individuals who receive their
sup)Port through trusts. It would also eliminate tax withholding on
dividends collected in behalf of pension and other employee welfare
funds, churches, colleges, charities, and other tax-exempt entities with
income through trust funds. Not only would it permit these tax-
exemnl)t organizations to continue to use their financial resources in
full for the work which has heretofore justified their tax exemption
in the eyes of the Congress but it would eliminate the expense of
bookkeeping and refunds whieh the present bill places upon them
and, indeed, upon the Government itself; and

(2) The second suggestion is that tax withholding on coupon interest
from bearer bonds ie eliminated from the bill. Bearer bonds tend to
be held by individuals most knowledgeable concerflffg securities and
by institutional investors-business concerns, insurance companies
college endowment funds, foundations, pension funds, and trusts-all
of whose tax returns are most likely to be complete.

Although the fact caniotI be documented within my personal knowl-
edge, it seems a reasonable assumption that the tax gap from unre-
ported coupon interest is of limited si,,iiflcan ce. Further, withhold-
Ing on coupon interest involves special complexities not only in the
coupon collection process but also in every bond transactions. So in-
volved it is that the technical planners have been unable to suggest any
workable method by which toalleviate inequities that will exist among
citizens of different tax status, such as the exemption certificates pro.
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vided for tax-exempt, individuals in connection with savings account
interest and dividends.

If this second suggestion is not. acceptable, then as a less desirable
alternative but still-[etter than the present terms of H.R. 106A0, it is
suggested that tax withholding on coupon interest be inade the respon-
sili ty of the bank at which the coupon is first presented for collec-
tion so tlit the coupon can flow through the banking system at par.

Finally, I cannot stress too earnestly that in our opinion tax with-
holding on interest and dividends is undesirable in any form. In-
formation brought forth through these hearings clearly shows that it
is not necessary, that it has distinctly questionable value as a revenue
producer fori the Government, and that there are preferable ways now
equally available to enforce collection of the taxes sought-all to the
greater good of our Treasury, our general economy, and our citizens.

Thank you.
Senator KEma. Thank you very much, Mr. Bronston.
The committee will recess until 10 o'clock tomorrow morning.
(By direction of the chairman, the following is made a part of therecords:)

Tim, PAuL, REVERlE LIFE INSVRANCE Co.,
lWorcester, 1a8s., Atugust 4, 1901.

CHAIRMAN SENATE PINANCE COMMITTEEE,
U.S. Scnatc,
11'ashlbipto., D.C.

DEAR SIR: I have been reading many things about the withholding tax placed
on dividends and wondering if the people who advocate that sort of thing are
aware of the following:

Certainly the withholding is a bookkeeping procedure that can't be done for
nothing. Those moneys withheld and forms mailed to the Government with
copies to the stockholder, can't be done for nothing. Obviously the cost hi0s to
be passed on In the form of increased price at the consumer level which has to
be borne by the general public and in turn promotes inflation. The Government
in turn hires more people to process these payments and to refund promptly
those payment withheld from stockholders who owe no tax (because of age or
income). The stockholder undoubtedly mails a form and waits while that is
processed by the additional help hired. The Post OfMLe Department is losing
money every year and this deficit would then be increased by compounding ourt
mailings. The dollars collected from those dividends not being reported will be
offset by the negative inflationary aspects, increased Post Office deficit, delay of
sorely needed income by older people, and last but far front least, bigger
government.

I further would like to state that the heritage of individual enterprise and
freedom is being sorely tried when a businessman could be restricted on business
expenditures. Probably there are some cases of "excessive entertalilment
charges" being charged off as a business expense, yet in this Inflationary age,
I wonder if we aren't Judging the whole barrel by one apple. In a very competi-
tive business where knowledge is equal,. product differences few, the sale is
many times made because of the congeniality of the businessman-this lnvodlves
home entertainment and outside entertainment. I am certain that very few are
going to spend more on a customer than that customer's business merits. Let's
not be bamboozled by a lot of bookkeeping figures prepared by theorists.

I sense a swing toward conservatism-people are tired of having nothing left
after taxes and living expenses. Congressmen who advocate an adequate follow-
through on reduction in Government forces and expenditures may not endear
themselves to those dislocated from Government employment, but they certainly
will be doing that which the Founding Fathers had in mind 174 years ago-
governflment for the people, individual liberty with rights to pursue same. After
all there is more at stake than favoring the requests of a few-something much
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larger and dearer to us all-the continuation of our system of government with
continued emphasis on the concepts handed down by the Founding Fathers.
These are the thoughts we are trying to sell the undecided countries of the
world.

Thank you for giving this your consideration.
Respectfully yours,

HOWARD GREENWOOD, Getwral Agent.

IFc.IPE FooDs, INC.,
Baltimore, Md., Augu-Rt 8, 1001.

Senator HARRY F. ByDI,
Senate Financo Oommittee,
Washington, DO.

DEAR SENATOR BYRD: We desire to go on record as being opposed to the Fed.
eral withholding tax on dividends and interest payments now being proposed
and studied by Members of the House and Senate.

Our reasons for this opposition are attached,
Sincerely yours,

Oclee Em ployes of Recipe Foods, fil.

AROU.MENTs ADVANCED AnAINT WIVTHrOLD,)NO TAX os DIVIDEND AND INTEREST
INCOME

1. Since no simple and equitable method of withholding taxes on dividend and
Interest payments can be devised, such a system would create new Inequities
and discriminations.

2. Tite withholding of taxes on dividend and interest payments would have
the effect of a revolving loan to the Government by the taxpayer.

3. It would Increase the amount of recordkeeping by the taxpayer, such as
filing requests for exemptions, applications for refunds, and in the preparation
of the annual income tax return.

4. Exemption certificates would have to be filed annually with each company
or financial InstitUtion from which dividend or interest income is received. As
it would be difficult for the Government to check on a huge number of exenip-
tions, there would be new opportunities for tax evasion.

f . Application could be made for a refund on overwithholding but no one
can say how long a person would have to wait for his refund, which would be
made without Interest. Meanwhile, new withholdings would continue to be
made on current receipts of dividends and interest.

0. In cases where the tax would be overwithheld, the Government would be
depriving taxpayers of the current use of some of their dividend and interest
Income.

7. A taxpayer may be eligible for an exemption at one time of the year but
not at another. He would have to keep the paying agencies informed as to his
changing status.

8. Some individuals would not know until the end of the year whether or not
they were tax-exempt for that period.

9. Charitable and religious institutions operating on investment income would
have to notify paying agents each year as to their tax-exempt position.

10. The arbitrary withholding rate of 16% percent has no relation to the
expectation of tax liability in the Individual case.

i. There is no assurance that the withholding tax would produce any sub.
stantial revenue in excess of the new admiiistrative costs.

AUGUSTA BUILDING AND LOAN AsSOCIATION, INo.t
Baltimore, Md., August 8,1001.

Hon. HARRY F. BYRD,
Senate Finance 7onmtittee,
Wash ngton, D.O.

DEAR MR. BYRD. Our association is very much dlstrubed about pending legisla-
tion of a Federal withholding tax on dividends and interest.

The association has many small accounts of minors and if this money Is
withheld, then we would be put to the additional expense 9f reinstating this
when the parents of the child write the tax department relative to this money
*ot being taxable due to the account's being those of minors.
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We have been reporting to the Government for years on form 1099, dividends

above a certain amount, and why could not that form be used to cover all divi-
dends, provided this would meet with the approval of the Government?

Tie effect of the system proposed by the Federal Government would not catch
tax evaders; It would only be added expense, Inconvenience, and confusion that
would not justify such a drastic change In our present method of taxation.
However, it. can be solved by the matching Information being sent the Govern-
ment as per form 1099 which Is being used now.

With kindest regards and assuring you of our appreciation of your considera-
tlon of the terrible burden which would be placed upon the association should
the Federal bill be passed, believe me.

Yours sincerely,
0HAXLES 0. COUNSELMAN,

Emeoutivo Ve President.

THE EMPIRE CONSTRUCTION Co.,
Baltimore, Mfd., Augtst Be 1901.

Subject: Propo.ied Federal withholding tax on dividends and interest.
Senator HARRY F. BYRD,
Chaliiran, Seniate Finance Contnttee,
1'aslhington, D.O.

HONORALE BSz: Very few leoplo or for that matter, few lawmakers, have a
clear idea of what is involved in connection with the above proposed bill except
that it is like most bills expected to solve all problems In Its area. The bill
would require greatly increased recordkeeping on the part of the taxpayers,
the corporation, or Institution who is required to withhold the taxes, and on
the part of the Federal Government. Furthermore, In view of the many com-
plieations, an equitable or simple method of compliance with the proposed
law cannot be devised.

At the present time information returns of interest and dividend payments
tire filed with the Federal Government annually, and if properly used by the
Federal Government they ciin increase tax compliance to such an extent that
the cases where this method may not be effective are reduced to a minimum
in which the costs of obtaining compliance and collection are greater than the
results obtained. The most effective tool the Federal Government has is the
law already on the books which only requires that the Government enforce
compliance and then make use of the information it has thus obtained.

The inequities of this method of withholding, and its discriminations will
result in greatly increased work, hardships, and delays in operation that are
uiuisuallyburdensome. In the end the net Increase of revenue would be exceeded

by administrative costs.
We urge you to do everything In your power to iave this bill defeated in tlhe

liest Interests of our voters and taxpayers. Your recording of our opposition to
this bill will be greatly appreciated.

Very truly yours,
HARRY W. (IRELL, President.

SUM TER., S.C., fau'ck 7, 196g.
Senator HARRY F. BYRDO,

Chairman, Omnnittee on Ptnance,
U.S. ftenate, Washitpton, D.O.

DEAR SENATOR Dlynn: The Ways and Means Committee of the House will; I
understand, shortly Introduce a bill there aimed at withholding 20 percent on
dividend and interest payments. I am sure that your Senate Committee on
Finance will give this bill thorough study before taking legislative action, what-
ever may be its final form In eventual passage by the House. May I make the
following comments on this particular legislation?

1. Withholding of 20 percent Is excessive for the average recipient of dividends
and interest. Fifteen percent should be the maximum, and 10 to 12 percent
would be more equitable.

2. Provision for speedy recovery (within 30 days) of excessive amounts with.
held should be Incorporated in the legislation. Failure to do this will result
In financial hardship for a great many people.

3. Dividend exclusion and credit should be raised from $50 and 4 percent to
$100 and 10 percent because of present discriminatory taxation against the
common stock form of private ownership.
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4. The Federal budget should be balanced, and our entire fiscal policy and
l nsturo sh1oulhd be thoroughly reexamined, Please let me congratulate you on
y our heroic efforts In this direction. In a separate letter I am urging Senator
Strom Thurmond of South Carolina to lend his support and cooperation in this
urgent endeavor.Sincerely,

Tiros. WILSON III.

ANCIENT AN) ACCEPTED HCOTTISH RITE OF
FREEMASONRY, SOUTH ERN JUIIIaDWTION, U.S.A.,

Vashington, D..,, March 13, 1962.
Hont. HARRY I. I'lvD,
U.S. Senate, WJ'astfhngton, D.C.

MY 1 )E.AR SENATOR IhYiw: I have just bell )'ea(llig In the Pal Irs about the
President's program to require the withholding of dividends and Interest by tile
various corporatios. It seens to tie that this would cast an unnecessarily
heavy bilrden upon till Itistitutons such its ours. Our Sipremo Council and also
Wur Scottish rite foundlatlons, its well as. our subordinate bodies, hold securities
hIearing interest and/or paying dividends, ind, its I understand It, the proposed
h1w wolhl mIMIxse uponf all tietse organizations the labor and bookkeeping In-
volvedl ni1)11king proof thlt we atre entitled to these dividends as exempt from
taxation. Of course I an lpersonally opposed to the whole Idea of the with-
holding of dlivlend and Interest front the taxpayers, but In the case of funds
and other organizations that are exempt front tile payment of income tax, It
seeni'W to ille that if the law is going to bo: passed, a special provision should be
Inserted exempting SItch institutions as ours front the unnecessary labor and
expense involved In making proof of tile fMet that such dividends and interest
tite to our Institutions arc exempt.

I an sure that I speak for a large nullber of Institutions situated as ours Is,
in urging your favorable consideration of the Ileas herein expressed.

With till good wishes,
Sincerely, LIJTIIEIt A. S. rnr,

Rovcrelgit Grand Coinnander.

FIRST PARISH CIIt'RChI I)ORCHEsTEln.
Dorehester, Mlass., Marele 10, 1062.

8010ator HARRY F. BlYRI,11ash Ingtonti DO.

My DEAR SENATOR BDyn: I ant not a Virginian, but you and Senators Dirksen
and Sattonstall being some of the more conservative and able Members of the
Senate, I should like to point out several faults anent Mr. Kennedy's proposed 20
percent withholding tax on all income

First, the administration annolhces that they expect to get $2 to $3 million
Ili presently evaded taxes. Doubtless there are some, but by tile tile tile ex.
penes of the additional collecting facilities are set up, plus the expenses to the
inny companies, banks, etc., I believe It would boil down to two to three
hndred thousand dollars. I have previously written to Senator Saltonstall

and to Speaker John McCorminck on this subject and pointed out that the
Government requlres reports on all company dividends of $10 and over, and
that tiost probably the fellow that gets less than $10 has little to tax at anly
time.

Secondly, low will this proposition affect the several million elderly folk
lhat depend on their small dividends for at least part of their living expenses,
also tile varlous tax-free Institutions who would be lift very hard in tile first
year? My own church (the First Parish Clhrch In Dorchester, 1030) would
have some $3,000 withheld, completely upsetting tile budget. These things
apmrently mean little to Mr. Kennedy.

Third, and finally. I have been studying the Constitution of these United
States and would call attention to the amendments (Bill Qf Rights), article TV
3nd V. Article IV says: "The right of the pepole to be secure li their persons,

houses, papers, and effects, against unreasonable searchers and seizures shall not
be violated, and no warrants, etc." Certainly one's money Is an effect, Again
article V at Its end says "nor shall private property be taken for public use,
without just compensation." I have had a refund on m3 tax each year since
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1158 since retiring and have yet to see the "Just compensation" ; so has everyone
eke. I would Judge that on this account alone, the gentlemen that set this up
could all be considered for possible impeachment, as the Bill of Rights cannot be
changed.
Some of our legal lights may say on article V that It means your house or

hlnd rather than money, hut serving on Jury here, Judge Fosdick who was
onie of our most able Judges (now deceased) stated explicitly that it did not
tatter as to what was meant, but strictly what was sald.
Before closing I might suggest-Why not have the banks and various cor-

litnles declare all interest paid out and to whom. It might burden the Internal
Revenue Service somewhat In comparing returns, but would not deprive so
many other folk and would also show up those who tried to evade taxes.

I believe this letter states the matter concisely, and there should be much
thought on this proposal before passing it.

Most sincerely,
FRANK GEROERER

(For the Financial Advisory Committee).

CAMDEN, N.J., .larch 19, 1962.
To lion. larry F. Byrd.

iloit. Clifford P. Case.
lion. Ilarrison A. Williams.
lIon. William T. Cahill.

I see from newspaper and magazine reports that Congress has underway pro.
(eedings to extend to dividends, Interest, etc., the advance withholding of Income
taxes thereon.

From what I read, it seenis to me that certain aspects of the proposed law
Itnalize the honest taxpayer.

First of all, suppose a taxpayer has 10 building and loan shares maturing In
.Tanuary or February of a particular year. These shares usually mature In the
amount of $200 each, so the taxpayer ordinarily would be entitled to receive
from the building and loan association the sum of $2,000. After paying monthly
Installments into the association for approximately 12 years, the taxpayer's
profit would be approximately $500. Instead of paying the entire $2,000 to the
taxpayer, the association would withhold $112 thereof, or 20 percent, and remit
the balance to the taxpayer. Ordinarily, the taxpayer would not be obliged
to pay his income tax to the Government until April 15 of the following year, or
approximately 15 months later. The taxpayer In the meantime could have In-
vested his $1i2 and without any trouble at all obtained 4 percent interest on lis
money, or approximately $5.00, during the 16 months' period, In other words,
he Is not only deprived In advance of iis 20 percent, but he Is also deprived of
the additional $5.00 which his money would have earned had it not been seized
by the Government In advance of the income tax payment date.

The same principle applies to interest credited by financial institutions and dlvi.
ends paid by corporations.

What I have said above, of course, applies to a taxpayer who will have to pay an
Income tax.

I am aware that some procedure is to be instituted whereby young people of
18 years and under and persons who expect to pay no income tax may secure
some sort of a continuing exemption, whereby the 20 percent will not be deducted
from interest due to them.

However, I also understand that there is no such provision with respect to
dividends, but that persons who expect to pay no income tax may apply four
times a year for a refund of the 20 percent deducted from their dividends. It
seems to me that this Is an undue burden on such individuals, where they will
be obliged to file applications four times a year ad infinitum for the payment to
them of their own money. I do not see why the same provision with respect to
a continuing exemption cannot be made with respect to corporate dividends as
is to be provided with respect to interest payments.

I know some elderly people who do not have to pay Income taxes and who are
living off social security and a few small dividend checks. Having 20 percent of
their dividends withheld, If even for a 8 or 4 months' period, will work a definite
hardship on them,

With respect to the taxpayer who is obliged to pay an income tax, I would also
Point out that the fact that his own money Is being withheld for up to a 15
months' period before lie would ordinarily have to pay it over to the Government



2128 REVENUE ACT OF 1002

is lit a sense triple taxation so far as corporate dividends are concerned. Th
corporation pays Income taxes on Its earnings before dividends are paid over t
the taxpayer, then the taxpayer's dividends are taxed, and finally the taxpayer
Is subject to a third tax because he loses the Interest on his own money betwee
the time when it is seized by the Government until April 15th of the following
year when he ordinarily would be obliged to pay his income tax.

This, I feel, is unfair to the great mass of honest taxpayers.
I see that the House Ways and Means Committee has approved this law,

and It seems to me that some provision should be added which would permit
the taxpayer to get a credit of say 4 percent on the amount which las been
withheld from his Interest and dividend payments, it order to offset the loss to
him In the interest which his money would have earned Up until income tax.
paying time.

Respectfully yours, THIOMAS F. SALTE..

PRITCHIARD PAINT & GLASS CO.,
Charlotte, N.O., March 21, 1962.

Hon). HARRY F. BYRD,
Senate Offie Build ng,
lVashington, D.O.

DEn SENATOR BYRD: I am writing to express the hope that you will vigorously
oppose bill H.R. 10050, in the national interest. One of the most objectionable
effects of the program Is the requirement that 20 percent of dividends and in.
terest Income be withheld and turned over to the Government. The withholding
of interest and investment Income would deprive Individuals of the full use of
their funds, and would constitute an arbitrary and unjustified frustration of the
thrift objective. This bill proposes to impose unwise tax restriction upon indus.
try and unnecessary complicated bookkeeping requirements upon Individuals.

I am sure that if the millions of persons that would be affected by the re-
quirements of this bill, if enacted were aware of the enormous complicated
recordkeeping involved there would be a tidal wave of protest.

Please devote the time that it would take to answer this letter to vigorously
opposing the enactment of this legislation.

Respectfully yours, T. . PRITCHARD.

HAOAN CHEMIOALS & CONTROLSt, INC.,
Pittsburgh, Pa., March 90, 1962.

Re proposed tax legislation, H.R. 10050.
1i1. HARRY FLOOD BYRD,

Chairman, Senate Puiance Committce,
W1ashington, D.O.

Dr:.% SIR: Our company and Its several thousand employees, as well as its
retired employees, urge you to most strenuously oppose the pending tax revision
bill which we understand will shortly be presented to the House of Iepre-
sentatives.

While we oppose such piecemeal legislation in principle, our objections are
directedd chiefly to the following:

1. Withholding tax on dividends and interest.
2. Immediate taxation of foreign profits.

1Withholding tax.-The purpose of this step has been designated as a "loophole
closer" to catch those who deliberately or negligently fail to report dividends
and/or interest received. Added revenues are estimated by Treasury to be
"in the billions."

It Is well known that virtually nll dividend paying agents report their dividolids
to the Treasury Department on Treasury form 1090, except where dividends are
less than $10 per year. With the new IRS computer operations going into serv.
ice, the so-called loophole which now exists will be closed anyhow. Further.
more, the anticipated revenue gain by withholding frofit dividends has been
grossly inflated by Treasury and the tremendous expense and hardship created
will far outweigh the benefits.

Most preposterous of all, and really the cruelest of all, Is withholding from
dividends and interest paid to pension or other welfare fund trustees. In every
vase, refunds will be sought and paid bitt not before a lapse of months which
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will deprive the funds of earnings on that portion withheld. We understand
that one large insurance company alone estimates the loss of over $2 million earn-
Ings per year due to idle money withheld and in process of being refunded.
Obviously, this will affect every retirement plan and will deprive millions of
employees of full earnings from their portion of every employee welfare fund In
the Nation. It follows that insurance companies will raise their rates or lower
their dividend payments to policyholders to compensate for this loss.

Additionally, there are literally hundreds of thousands of persons who are
completely unfamiliar with requests for tax refunds andi will lose what may be
due them.

Tawati n of foreign profit.-This proposal stems from the politically attractive
slogan of "Don't Export Jobs Abroad," which seems to have appeal to large vot-
ing groups. Yet the same Government which is encouraging tariff reductions
and eventual participation in the EEC has been urging American business to
expand overseas and compete with foreign companies on their own ground. Hay.
Ing done this, our Government now proposes to tax our foreign operations at the
U.S. rate of 52 percent, when most smaller American companies such as ours have
been operating at only a marginal oversea profit and are plowing what little
profit we get right back into our oversea business. Taxation of profits at 52
percent will definitely cause many firms to close down their foreign operations.

Certainly, as Mr. Henry J. Taylor recently reported in his column, there are a
few who are taking advantage of the present tax laws to conduct worldwide oper.
ations from a foreign-based office primarily to avoid the high U.S. tax rate.
While this operation is entirely wvithin the present law, Mr. Taylor and others
seeking to influence public and congressional opinion seem to be proposing that
you root out a few questionable cases even though a thousand bona fide oversea
subsidiaries of U.S. companies will have to suffer. Such reasoning, in our opiu.
ion, is completely illogical, could be ruinous to our growth, and should not be
followed.

We sincerely urge you to vote against the proposed tax bill and urge you to
consider only a true tax reform bill. The hour is growing terribly late to start
working on this much needed legislation.

Very truly yours, JAMEs K. EJVERIJAT, Jr., Sccrte ppT.

DIGIOROjO FRUIT COuP,,
Saf Franolsco, Calif., March 20, 196".

SENATIA FINANCE COMMITTEE,
l7ashingto&, D.C.
(Attention: Mrs. Elizabeth B. Springer).

GENTLAtmEN: I have reviewed the proposed dividend withholding provisions
of the revenue bill recommended by the Ways and Means Committee to that
body.

Since this is now being considered by the Senate Finance Committee and will
eventually be considered by the entire Senate, I would like to make the following
comments.

I do not believe that the withholding provisions will be necessary to avoid tax
losses in view of the fact that the Bureau of Internal Revenue will be requiring
detailed information reports on such dividend payments. This is particularly
true In view of the fact that such reports will be keyed to all taxpayers In a
highly efficient manner under the new data processing system of the Bureau.

Granting however, that such a system of withholding is imposed, I would like
to further comment on the exemption provisions provided under that system.
'Under the proposed Muse bill, it Is provided that individuals under 18 may file
exemption certifcates with dividend paying agents. It further provides that
these must be filed once a year. The necessity of processing and accounting
for exemptions will impose an intolerable burden on the payment of dividends
in view of the constantly fluctuhting list of stockholders who would be entitled
to such dividends and ouch exemptions. In addition, such exemptions would
provide a device under which a considerable amount of tax avoidance would be
generated. Doubtlessly, many people seeking to avoid the withholding tax would
transfer their stock to minors under the age of 18.

For these reasons I respectfully recommend that the Senate, in considering
this bill, eliminate these exemption provisions.

Thanking you'for your consideration of these points.
Sincerely,

N. P. ADPLR, Secretary.
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T ir, AnF MYrER Coup.,
Shreveport, La., Maroh 21, 1962.

"SENATE; FINANCE COMMITTEE

li'ashingtoi, D.C.
(Attention: Mrs. Elizaleth 11, Springer, clerk).

(;,NTLEM:N : With regard to tile revenue bill of 11)02 (11.R. 1050) there are
many objections to tile 20-percent withholding tax on interest and dlvilends,
front the view Ixlut of a small (lose-held corporation such as ours.

The purismme of' this nieasulre Is to "close the door on tax avoilanc" Iby dlvi.
(lend recipients. lin our vasH( each year the appropriate form Is submittedl to the
Internal Revente division, showing the exact amnrImnt of dlivilends eael owner
has received, and a cross (lce'k is readily available against the corporation's tax
return. heree nr four principal stockholders, and one small block of stok In
it trust. All of the stockholders have different. deductions, and different amounts
of non-Abe Meyer ('orp. derived Income. Our operations are of such a nahire
lnt a reasonable quarterly dlivilend Is paid, with a year-end dividend based
on the year's operations.

requiring payment by the corporation of a 20-percent tax to the credit of the
owners at once creates an Inequity situation in that one owner may be in a
20-percent tax bracket, another In a higher, and another In a lower. In tile case
of tie reclpient of the procee(s from the trust, a specially serious situation arises,
in tliat she Is In tile lowest tax bracket, the number of shares placed in trust
were designed to furnish a specific flow of income, and although tile bill pro-
vides for claims for relief, the cost of processing same will add to the admin-
Istrative cost.

This particular measure hits eswclally hard at a elose-held family corporation
such as this, which, because of a peculiarity In the current tax laws, we cannot
avail ourselves of tie option to elect to be treated for Federal Income tax lpr-
Illses as a I)artnershipl in view of an inconsisten(-y in tie law, which we have
(.ailed to the lose Ways and Means Committee's attention. The chairman, Mr.
,Mills. In reply to our letter ot ,Jinuary 8, 1902, recognized the existence of this
situation, but Indleated that due to the press of getting the present proposed law
through, little could be done on this. lIe further Indicated the sltuatlon was the
result of tile action of tile ,Xenate fit amending tile bill as Initiated.

In essence, the l)rol)lem Is tile situation wherein under one portion of tt(
Itmernnal lievenue Code n real estate operating company deriving the majority of
its income from rents Is not a "personal holding company"; but in a later
enaelml portion such n eori)oration is considered In the same category as a
"iN-,sonal holding company" and Is thereby denied the privilege of being treated
for Federal income tax l)urloses as a partnerslill),

More spe lically, section 543(a) (7) provides that If over 50 percent of it
CormoratIon's Income derlve.s from rent, mch income Is not personal holding
company Income. On the other hand, It(, later provision of section 1372(e) (4)
prohibits a corporation having over 20 lpercent of Its Income from rents from
tte, partnersllip election.

Of special concern In tills is tie fact that the referenced section 543 Includes
rentst, Interest, dividends, annuities, and gains from sales and exchanges" as
personal holding ompntiy income (unless rents exceed 110 percent), but section
1372 nnkes nil these fall Into personal holding company status.

A contradiction thus exists. On tle one hand a corporation owning real
estiate and In tile business of offering It for occupancy and obtaining income
thereby is not a personal holding company. Under another provision of the
same law, that company Is denied access to a proviso available to others, by being
('iassIelis ait personal holding company. A corporation Is a legal entity, and It
should not he forced Into a split personnlity. MI'ther it, i the one or the other.

Possibly this situation has arisen, as we pointed out to Mr. Mills, and he
taitly agreedl, ans an unintended situation, rather than the singling out of n par-
tlulnr ,lnass of taxpayer for special penalties against action available to others.

At any event, the requirement that we pay a 20 percent tax on each dividend
In addition to our 2 percent corporate tax, places us in the position of paying
onl our owners' account a 72 percent tax on our utet earnings..

We respectfully request that the Senate Finance Committco carefully consider
the Impact of the 20 percent dividend withholding tax on small elose-Iteld corpora-
tions whose gross Income is less than $25X0,000 (ours is considerably less). We
further urge that action be taken to bring section 1872 In consonance with
section 543, and thereby provide for consistent and equitable treatment.

Sincerely yours, AtviN . MAYft , Jr,. VWoo President.
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TACOMA., WASI,, March, 19, 1962.110o1. WAJiREN 0. MAoNIY~so.',

U.8. Renaltc,
1I'a8hIfgton, D.C.

I)AR WAIMEIN : A great number of people are concerned over proposed legisla-
1(on which will Involve the withholding of an estimated amount of tax on all

dividends. While the avowed purpose behind the law, namely to assure collec-
tion of taxes from all receivers of dividends who should pay taxes, is perfectly
proper, I would like to respectfully submit that this Is not the way to do it, and
that the Government today has within its power the means of making such col-
lections.

To elaborate on the foregoing, you will recall that presently all dividend pay.
Ing organizations are required to furnish the Oovernment annually with form
No. 1099. This is an individual and separate form setting forth the amount of
dividendss plaid to each shareholder during the year. It Is my understanding that
theso forms, which contain the name and address of the shareholder are, when
received, distributed by the Government people to the particular Internal
Revenue District where the shareholder's check is malled to him, i.e., his regis-
tered address, and that the form is then used locally to verify the dividends re-
ported by the individual shareholder In his return.

Under current regulations, corporations and other business enterprises are
required to tile this form for all dividend payments of $10 or more, with the
following exceptions:

1. Only dividends In excess of $100 need be reported In the case of national
farm loan associations, production credit associations, certain benevolent
life insurance associations, certain mutual insurance companies, or associa.
tLions other than life or marine, and farmers' cooperatives.

2. Only dividends In excess of $600 need be reported in the case of savings
and loan associations, cooperative banks, homestead associations, credit
unions, and building and loan associations.

The l)reparation of these forms is now entirely a routine procedure anid It
would not, In my judgment, add materially to the burden of business If It wetri
required to furnish these forms with respect to all dlivilends paid. This would
provide a simple and practical answer to the problem that the Governm1ent is
trying to solve, although it would tend to Increase somewhat the amount of
palwiwork handled by the Internal Revenue Service. The additional tax
collected, based on administration estimates, would still niake this a very
productive uindertaking.

I understand that the Internal Revenue Service now has the authority to
r(qulre the additional Information returns in most cases. Where it does iot
have this authority, it would be a simple matter for Congress to provide it.

If, on the other hand, the suggested administration program is followed, cor-
porations and other business organizations would be compelled to collect, ac-
count for, and remit all of these withheld sums. This would require additional
staffing In many cases and would substantially increase costs of operation with-
out any offsetting advantages whatsoever. In my judgment this involves the
placing of an added and unnecessary burden on business and Is grossly unfair.

In addition to the foregoing, there are other elements of injustice Involved.
Many dividend checks are received by taxpayers who, by virtue of their own per.
sonal situations, either will owe a1 lesser amount of tax tMan will he withheld,
or, in a good many cases, will not owe any tax at all. These are the sunalhM'
taxpayers and retired people, and they will be put to the added burden of
preparing and filing clnims for refunds In order to recover taxes collected which
they (lid not owe. In the majority of these cases the amounts will be extremely
small, but the effort will still be the same. Furthermore, the Internal Revenue
Service will have to process each such claim and thus will be put to considerable
added costs.

In addition, the early collection of these funds will be giving the Federal
Government the earlier free use of huge sums of money to the detriment of the
taxpayers. There is a real question as to the propriety of this.

May I respectfully. request that you call this problem to the attention of your
(ollengues and urge that, If steps are to be taken the simpler process suggested
nhove of requiring form No. 1099 in every case be adopted in lieu of the proposed
withholding arrangement.

Very truly yours,
NORTON CLAPP.
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NEw YORK, N.Y., Ma-rolt go, 1964.
H101n. HARRY F. BYRD,
C'halrman, Senate Finance Committee,
U.S. Senate, Wa8hington, D.0,

DFAR SENATOR BYRD: I have recently written to Congressman Mills regard-
Ing the proposed withholding tax on Interest and dividends as sot forth in section
19 of the revenue bill of 1902, which was reported to the House of Representa-
tives on March 12. This matter has recently been given a lot of publicity and
the New York Times printed a lengthy article today.

Section 19 of the bill provides for quick refunds of withholding tax in cases
of married couples with less than $10,000 gross Income and single individuals
with less than $5,00 of gross income. Apparently the only people who will fall
in this category are salaried people and wage earners. In most cases, business-
men will not come within these Income groups since they tre unable to anticipate
profits and losses at the beginning of a tax year. Many people who incur sub.
stantial interest expense which offsets dividend income will be unable to obtain
quick tax refunds. This will affect most of the people who own securities In
margin accounts. Nor will the benefits of quick refunds be available to people
with low net Incomes where the gross Income, in the case of married couples, is
$10,000 or more, and $5,000 or more In the case of single persons. As you know,
Income tax is levied upon taxable income and gross income can be drastically
reduced by deductions for interest, taxvs, medical expenses, and casualty losses
as well as personal exemptions.

I respectfully recommend that the Senate Finance Committee consider chang.
ing section 19 of tile House bill to provide for quick refunds In cases where
taxable income Is below $10,000 In the case of married people and $5,000 In the
case of single Individuals. This provision will not discriminate against business
and Investment people in favor of labor and will help to expand the economy
of the country by making more capital available for Investment, I realize the
purpose of the bill IS to increase revenue, but I see no reason why taxes should
be withheld during the year only to be refunded when the tax returns are filed.

Respectfully yours, MILTON M. BERNARD.

TnE FRANKLIN SAVINGS BANK,
Now York, N.Y., March 26, 1962.

Hon. HARRY F. BYR,
Chairman, Senate Fitnance Ooimttee,
Washington, D..

DEn SENATOR BYRD: It is my understanding that the Senate Finance Com.
mittee will shortly commence hearings on the omnibus taxation bill which Is
about to be reported out of the Ways and Means Committee of the House of
Representatives.

One of the proposals Is, as you know, the requirement of a 20 percent with-
holding of Interest-dividends on all savings accounts. It Is my sincere hope that
this proposed form of withholding will not become law. The following are a few
of my reasons for opposing this proposal:

The annual filing of several exemption certificates by millions of people is a
staggering burden for all concerned. Neither the Revenue Service nor the
payees will be able to keep the necessary records. What Is more, auditing by
the Revenue Service will be next to Impossible. Abuse of the exemption certifl.
cate provision may also greatly diminish revenue.

This bank has been wholeheartedly participating in the Treasury's taxpayer
education program which, the record shows, has nlrendy resulted In improved
reporting of interest. What Is more, taxpayer account numbering with electronic
data processing Is the real solution to the problem of underreporting. The Com-
missioner of Internal Revenue has recently stated that the new data process-
Ing equipment will enable the Service "to determine the tax status of any tax.
payer at any time" and that with this equipment, the Service will "systenlati-
cally and rapidly uncover who Ias failed to file returns atul who owes taxes for
previous years." Certainly this new eqtlipment should at least be tried before so
drastic a technique as withholding is attempted.

Withholding on Income from investments was once adopted In Canada but
Iater abandoned as administratively Impractical.
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The impact of withholding on savings bank interest will fall on capital forma.
tion since it will collect the tax from savings rather than from current funds.
The effect will be most severely felt in areas whore capital is needed, such as
housing,

There will be substantial shifts of savings from savings Institutions to savings
bonds whore liability for tax can be postponed almost Indefinitely, This bank
has already experienced withdrawals for this purpose. Also, the public will be
prone to shifting from savings into tax-exempt municipal securities.

Many depositors of modest means have already expressed fear regarding the
proposed withholding and, our own experience to date has indicated that
depositors will hoard cash rather than submit to withholding and, of course,
nothing could be more harmful to our economic system.Sincerely yours,

__ _ yousSTUART A. LYMAN, President.

HARTFORD HOSPITAL,
Hartford, 0onn,, March 24, 1062.

Senator HARRY F. BYRD,
State Offlceo Bulding, IVashIngton, D.('.

IWAR SENATOR BYRD: I understand from the newspapers that the Ways and
Means Committee has voted out a change in the tax laws which provides for
withholding at the source on dividends and interest. I am at a loss to understand
why we further complicate our tax structure and place a hardship on retired
lieoll,, hospitals, universities, and other charitable Institutions. I am particu-
larly at a loss to understand this when it Is also reported that the Government
is allegedly, through electronic computers, prepared or nearly prepared to
w, rify whether adequate reporting has been made by the individual on dividends
wnd Interest.

It seems to me It is going to cost Individual corporations and the public as a
whole more than the $UO0 million which Is claimed now Is lost because of Inade-
quato reporting. In the case of the individual who is living on dividends and
interest in retirement, as I understand the proposed law, they may have to
walt as much as 3 months to get their money and due to their own business
knowledge may have to hire accountants to make out the reports in order to
get a refund.

In the case of hospitals, universities, and other charitable institutions this
oct can prove very costly in withholding operating cash which in some cases
means the institution will have to borrow money while waiting to get a refund
and others will be unable to invest their endowment income in short term Treas.
ury notes and bills because it has been withheld by the Government. This can
il.o apply to those who are retired and are depending on their dividends to live.

I urge that you vote against this proposed change.
Sincerely yours,

AsA 1R. CRAwronD,
Please let those of us who have tried to be thrifty; have used our money by

investing in capital of American industry, have our full divildend.q when due.

CENTRAL SAVINGS BANK,
New York, Maroh 07, 1061.

liona. IIARRY P. BYRtD,
('Ibotrmati, Senate 1inatice ComnniIttce.
lVash Inglon, D.C.

DEAR SENATOR BYRD: Blefore your committee votes on the 20-percent interest/
divilenl withholding bill, we Implore you to consider the effect it will have on
itiany business firms and banks Ili particular.

If the proposed bill passes in its present form, providing for annual filing
of exemption certificates by millions of people, It will be an abomliation to put
into effect, and an almost Impossible procedure to carry out.

Thls bill does not actually provide for any additional taxes, but merely for a
very expensive mnetho(l of collecting taxes, that will become totally obsolete and
mneeessary in a very short time, when the planned Improvements in the report-
Ing of interest/dividends are liide. Surely easier and simpler methods of tax
('olleetion and enforcement can be worked out.
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The present bill, for example, doe not specitfiolly require that the Iflllilolt
withhold be reported to th, taXpayer, but that is not, very practical In a(tual
operation, because most taxpayers will want to know and would ask for the
illfornation-atnl who will have to provide it0 We vouhl have to do so as i
matter of gH)d p11b)le relations.

Tilw a(lltional )urden imposed by the provisions of this bill cannott be ne-
eurately welghtl, but It will be unquestional)ly much greater than the cost of
tax withholding on wages and salaries, because of the' complexities of the prob-
lent of Interest/dividend withholding, and the number of people Involved-
many of whom are not taxable In the first place, but would be required to apply
for refunds-adding more work on all concerned, inclinng the Government
agencies and themselves.

As conscientious and (alpable legislators, all wo ask your committee to dto
IF to get ill the facts regarding the ultimate effects of this self defeating bill
before you put your stamp of approval on It.

Million of small savings hank depositors will be hoping your committee is
on their side on this legislation. We hope so too.

Sincerely yours,
TAN J. MAINO.

BIRMIX'OTo, ArA., March 28, 1062.
lio11. IAIRRY F. BY ,
U.S. Senate, 1'asRhington, D.O.

DIAR S:NATOR: The Congress now has before it a bill which would reqtilre
corporations to withhold nn(1 pay over to the U.S. Treasury 20 percent of all
dividends payable to Individual stockholders. I wish to register my disapproval
of this proposed legislation for the following reasons:

1. The cost to the corporations is a business expense, and for soie it will be
a large one, This expense is deductible from the income tax paid by the cor-
lporation, thereby reducing the net received by the Government.

2, Many stockholders will be (ite refunds, having deductions which will
offset the 20 percent of dividends withhold. These people will be deprived of
the use of their money until a refund can be made by the Internal Revenue
Service. It has been the ex, rleone of many of us that, although we must
Ity ouir taxes on or before the (into du or else suffer penalties, the 111 gets

refunds out to taxpayers at it., own convenience.
:, By the paying over to the Treasury of dividends that ordinarily would

have gone to the taxpayer, the taxpayer is caused to stiffer a loss regardless of
whether ie later has to pay the amount to the il1s in taxes, For example, if I
ant to receive $1M(0 in January I have the use of this $100 until the following
year when I fIle my tax return. If that same $100 Is pald to the Treasury,
then it receives the use of my money. This is obviotusly unfair.

4. We have road much in the papers lately about the new system being
sot up by the 1118 for collecting taxes. We all have our numbers. The ividelnds
paid to us are reported to the IRS. They now have computers which can check
the returns to see if we reported on outr returns the same amount which the
corporations paid us. Is this expensive new system so faulty or worthless that
Its failure is to be acknowledged before its first year of operation?

We all know that taxes are necessary. We might disagree that the 'purposes
for whhIh our confiscated Income Is spent are all good purposes. Bltt It does
scent unfair for the Government to deprive the taxpayers of even the chalne
to make a little Income off their money bforo It. has to I remitted. I would
suggest that you, as n Senator, might well be taking a hard look at some of the
places our money Is being spent. After all, though It may be unfashlonable
In tl e ranks of the present administration to say It, there are two ways of
relieving reassuree on the budget. One way Is to squeeze the taxpayer. Tile
other Is. to cut expenditures, which, no matter how desirable, can be deferretl
or cut out entirely.

It is appalling to consider the rate at which we are spending our grand.
children's income and birthright,

Sincerely yor.,
JORsIs'l IV. 81mPso.
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Tium GnEEJUunulR SAVI'OS BANK,
Dobbs Ferry, V.Y., March 27, 192.

Senator IAnnY F. Bytm,
('haho'iani, Senate Plinunco Commilttee,W~ash ingtolt, DO.

)EAD SENATOt BYRD : Oin behalf of our depositors and the bank, I very strongly
urge that you oppose the pending legislation to withhold taxes on dividends 1111(
Interest.

From the view of our depositors, the annual filing of exemption certill(ates
and the calculation of taxes or refunds will involve a tremendous burden) for
nil concerned. The majority of our depositors are not soplilstl(at'lte In tax anti
accounting procedures. The resulting errors front the proposLl method of re-
iorting and calculating tax liability will inevitably result in hardships and
nequltles among the taxpayers.

Front the view of our bank, a $0 million institution, the resulting workload
will Ite staggering. We now operate with a staff of four clerks and two oflcers,
all of which are working at their maximum workload. The withholding pro-
posal will Increase work beyond the ability of our staff to handle It and Increase
our lalor costs a minimum of 12A percent.

We feel that this Is an unjust burden to the bunk and ultimately to our
depositors, for we, as are most savings banks, are it mutual Institution with fll
profits accruing to the depositors, tlbus this cost must be distributed to the
depositors.

The passage of tile withholding act will liut a multiple burden onl the deposi-
tors, that of filing exemptions, lahns, calculating tax and rebates, nd IIi addl.
tion, paying the costs of clerical detail at the bank and ultimately at the Internal
Ievenne Department which too will be heavily burdened with additional detail.

In addition, the measure will have wide economic repercussios. We have
already observed transfer of funds into other channels by depositors in antlel-
ptition of the tax. We most certainly will see much more, all of which must
(-onte out of funds usually available for mortgages. The passage of the measule
most certainly will result III wide curtailment of mortgage lending, affecting
the Iiomebuilding Industry and the resnle market for holies.

We are very lappy to share al equitable portion of the national burden and
have Il)rthll)atte( extensively at our own cost i the program of educating
dellosltors In the reporting of dividends oil their tax returns, We do not feel
thait tlle heavy burden of withholding Is fair to eitller the payer or payee of
dividends and Interest.

We count heavily IIponi your good Judglent And hollp the majority (if tile
Senate will see as we do.

Sillcerely,
ROLANI) 1. ]11ItiEnSs.

FWEST ACTOX, MA.ss., .lu01l0 28, 1962.Senator IIARlY F. Bl'nl,,
Wash Ington, D.C.

D.A1 IIONOAn1.1 Sit: As you are tile chalrnall of the Senate Finance Con-
littee, I an writing to ask that you will do what you can to kill the withholding

of Interest and dividend tax hill as I know you will.
I an 78 years old amid my wife Is 80. 1 retired 12 years ago with a company

pelsion1 of $1,440 and social security Incomle of $1,710.
After raising four girls I have been able to acculalllte e1ou1gh -to return 11i1

about $1,600 a year In dividends. Including wife's linl1dness I lave exellmptions
etnug11 In excess of my total income and therefore have paid Incllnoime tax for
tile last few years.

If this proposed law goes through I will not only he deprived of needed income,
hut will lose the use of Income which Is Mine, and does not belong to tile Oov-
ernlmelt, but also loss of Interest on tlle 81111 withlleld of Illy Illey and not the
(lovernlnent's. If the Government wants to make ('rooks of us all they are goiig
about It the right way.

Yours truly,
HENRY F. LAWRENCE.

82100-02--pt. -31
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STATE STET BANK & TRUST CoBoston, Mass,, March 30, 1962.
Senator HARRY F. BYRD,

Chairman, Senate Finance Committeo,
Washligotton, D.C.

DEAR SENATOR BYRD: Now that President Kennedy's tax bill has reached your
committee, I would like to bring to your attention my feelings as a banker, as on
Investor, and as a participant In many civic affairs on the 20-percent withholding
tax:
'hIe £nvestor

(1) The low-bracket owner of a few shares of American Telephone & Tole-
graph, mutual funds, etc, would be penalized. The majority of these would not
know where or how to collect his refund. If he hired someone to do it for him,
it would cost more than the tax Involved, so he will probably curse the Govern.
meant but do nothing. For these individuals the tax becomes confiscatory. Also,
for these persons, charities, and other nontaxable investors they will be de-
prived of a portion of their income for many months.

(2) Hundreds of thousands of investors both through misunderstanding,
Ignorance, or desire to cheat in brackets higher than 20 percent will decide they
have paid their just due on this portion of income and leave It out of their final
returns.
lanks and other transfer agents

(1) A tremendous clerical burden to collect, control, afid turn over the tax
funds to the Treasury Department. Banks cannot absorb this cost, so it will be
passed on to the corporations who, in turn, will make up for it through higher
prices for his product-the consumer always pays in the long run.

(2) For many years dividend disbursing agents have been supplying the neces.
sory information to the Government on dividends and interest paid so that the
Treasury might cross-check against returns. Apparently, these have either been
scrapped or used to fill newly built warehouses. Despite this, I understand thee
reports are to be continued.

(3) Aside from transfer agents currently on a computer operation neither
the equipment nor the clerical force Is available to do the job. Despite the large
percentage of unemployed, a critical shortage exists in the area of clerical
workers,
Baks, brokers, etc., using tiominces

(1) With the multiplicity of transfers today, it is a near impossible task to
settle dividend payments. This task will become Impossible if it must also be
determined from which shares a tax was withheld and from which they were
not.
Proeseonal tax advlser

(1) Preparation of final returns, estimates, etc. will involve additional time
and effort. An Individual's tax liability would consist of three parts: withhold-
Ing tax on earned Income, withholding on dividends and interest, and an estimate
of Income from other sources. Again, we are in another area of labor shortage.For the above and many other reasons, I urge you and your counnittee to
defeat this portion of the tax program.Sincerely yours,

ro~ A. PP.Hicus, Prust Offleer.

BROADWAY ASSOCIATION, IN{).,

Yew York, VY. ,, March 80, 1962.
Re revision of income tax laws.
I1on. HARRY FLOOD BYRD,
Chairman, Senate Finance comi ttc,
Senate Ojfoc Jiuflitng,
Washitgton, D.O.
DPAR MR. CHAIRMAN: The administration bill to amend.the Income tax laws,

which the House of Representatives recently approved, will soon be considered
by the Senate Finance Committee. The Broadway Association believes two of
Its sections to be unjust, unrealistic and overly troublesome.

The provision to withhold income taxes on the interest paid on saviIngs accounts
and corporate dividends will cause a tremendous amount of unnecessary clerical
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work and correspondence by savings institutions, banks, corporations, the In.
eternal Revenue Service, taxpayers and persons who are not taxable, but whose
money has been unjustly impounded. In Now York State the average tax re-
tention on savings will amount to $4.40 per quarter, per account. Ihe vast
majority, greater than 50 percent of these accounts would produce less than the
average mentioned above and refunds would have to be made in many, many
Instances. Every financial institution now files IRS form 1099 which is a
listing of each savings account being credited with interest amounting to $600
or more per year. Instead of producing additional tax revenue this withholding
)rovision could very well result in a loss due to the additional costs of collection

and refunding.
Dividend withholding, while not identical, is reasonably parallel to the savings

Interest situation. One big difference however is the fact that all corporations
must report to the IRS the amount paid to each stockholder, together with
the name of the recipient.

The other unjust section Is the one which would tax as ordinary income the
profit from the sale of real estate, the amount of depreciation that has been
taken, applying the capital gains tax only to the remainder. Adoption of this
proposal could and probably will cause heavy soiling of depreciated properties
l)rior to the effective date. After the effective date the reverse would be true,
as owners would hold to avoid paying the high rate on ordinary Income. Both
conditions would be harmful to real estate financing and the replacement of old
buildings. The Treasury Department's premise that a building sold for more
than Its book value did not depreciate is a false one. Time depreciates all
material things and in the case of buildings the only real difference Is caused
by depreciation.

The Directors of the Broadway Association strongly urge the members of
the Senate Finance Committee to drop these two sections from the tax bill ap.
iioved by the House of Representatives.

Very truly yours, O]ODFrt Y A. STAMM,
Afaaging Dfreotor.

Tas BOWERY SAVINGS BANK,
Now 'York, N.Y., March 20, 1962,.

lion. HARRY F. BYRD,
Chairman, Senate Finance Committee,
1I'ashMigton, D.C.

DEAU SENATOR BYRD: Observing your public career prompts me to appeal to
the strong sense of fairness and practicability, which you have shown in your
last efforts in behalf of the public interest, when you consider your position
on the proposed legislation for withholding taxes on interest and dividends.

Many individuals, who have no tax liabilities, particularly older people and
widows, will have another burden added to their hardships, the filing of exemp-
tlion certificates. If studies of our depositors are representative, and I believe
they are, almost 40 percent of savers will be harassed by the changed tax
p)rocesses.

Further, In this one institution of savings, approximately 200,000 exemption
certificates will have to lie processed annually. The cost of such processing
pluus the harassment of individuals will, in my opinion, seriously handicap our
ability to encourage thrift, so urgently needed for housing and economic growth,
now and in the foreseeable future.

From a practical viewpoint, there are three points which suggest at the very
least a further delay before acting favorably on the proposed withholding legis-
lation. First, Canada tried it and abandoned it as Impractical. Secondly, all
citizens were assured by a public announcement of Commissioner of Internal
Revenue that the installation of costly data processing equipment will greatly
aid in the enforcement of tax laws and the collection of unreported taxes. Last,
the taxpayer Identification number and education program, in which we have
been participating and will continue to participate wholeheartedly, has improved
the reporting of interest and dividends.

In the light of Canada's experience and the excellent tax collection improve.
ment processes already successfully in motion, there is no Justification for Im.
posing further hardships on so many people, particularly those least able to
bear them. Therefore, I urge you to oppose the withholding legislation.

Very truly yours, E. 13. Sonwuie,
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1IOCIAID)SON-MER1FIX, INC.,
New York, N.Y., Maro& 23, 192,

1ion. JOHN SHERMAN CooPER,
U.S. Senuit, IVashitghm, D.C.

Ih-Ait SFNATOa: Thank you very much for your letter of March 19 and tie
enclosed Information about the tax revision bill which will be very helpful tu
me In understanding this extremely complex piece of legislation,

Although I have been working on some aspects of the bill I have not pald as
much attention to the withholding proposal as some of the other provlhis
because that is not of such crucial importance to us. However, I am generally
familiar with the arguments on both sides, and wish to be of some help to you
on the questions you raised, If I can.

You suggest it might be beneficial to the business community, and the individ.
ual Investor, if 'the withholding provision on dividends and interest were to be
applicable on an annual basis. No doubt It would be helpful in some cases-
particularly in the case of the smaller or medium-size withholding agents--if
they could handle the matter only once a year Instead of periodically during the
year. However, in talking to some of the people who will be concerned witll
this on a very large volume basis which will be handled by automation, they feel
that the clerical work would be simpler if It wore done periodically instead of
accumulating the information on an annual basis. It Is on a periodic basis, for
example, that tile large dividend-paying agents now prepare Information returns
beeanuso these are turned out automatically by the processing machines when tile
pIyments are made.

It probably would not be feasible to have the actual withholding 1made at the
end of tile year Instead of periodically. For exatnlple, If I receive three General
Motors dividends during tile year without any withholding and then sell tile
shares, GM could not very well withhold the tax from the fourth dvhliend. It
woulh seem necessary, therefore, for tie actual withholding to take place t
the time the Income paynlent Is made by the withholding agent, If tile payment
of the withheld tax to the government were to Ie made only once a year, iisteatl
of quarterly, the withheld tax fund would not be available during the year to
tle recipient of the Incoine but Instead would be available to the witlholdtig
agent. Thils would be sonewlhat of a windfall to the withholding agent whihi is
not now enjoyed and would, of course, be beneficial to the agent whoi would have
these ftlnls to Invest until they were paid over to the 11S. However, I think
It would he very liffleiclt to convince the Treasury I)epartment that this (ide-
ferral of remittance of tile withheld funds should lie allowed. Under the present
loiy-as-you-go system requiring the Iillng of estlinated returns and pIayment of
estimated tax during the year the Income Is earned, the Treasury Department
iow has these tax funds (to the extent (Ilvilends and Interest are honestly

reportedd) during the year and therefore deferral of remittance by the with.
holding agent would delay tie receipt of these taxes by the Treasury Depart-
ment-a del y which It seems would be hard to justify.

If withholding is to be required f1nd sonic, exemlitions tire to be allowed, such
as for aged or youug people, I suggest yol light consider whether It would Ie
pra('theable to also exempt payments to corporations. The present lrovlisotis
regarding the filing of Informnation returns exenlt payments to corporations aud
It would seem similarly justliable to exenlpt payinents to (orloratlons front the
withholding tax. Corporations generally keep accurate records lpon which basls
tax returns are filed: their returns are generally audited by eoml)elent Internal
ltevenoie agents and there would seen to lie little or no opportunity for dividends
and Income to be omitted from their tax returns. The exemption from with-
holding would mean that they could continue to enjoy the use of the full incoille
from Interest and dividends until the regular (late for payment of tho tax thereonl
to tile Internal Revenue Service.

I would like to add a few general remarks about the withholding ilid other
l)rovisions of the bill. It does seem to ie there Is a pattern In tile proposals of
tie 1ill which deserves careful scrutiny. In effect, tie Treasury Department
has said to tile Congress that "we are having various audit problems and we neetl
a new law to over(.ome them ; we are having audit I)roblems in the fleld of Msi-
Itess expenses and we need a law to avoid the ehalrgeoff & personal expenses In
the gulse of business expenses; we are having trouble auditing foreign oP)rltiollm
and we need a law to prevent tax avoldnce Ili this field; we are having trouble,
auditing dividends and Interest and we need a law to prevent the nvoldnnce (if
taxes it this area,"
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From our study of the lUsihess expense andi foreign income areae, It Is Iny col.
'lislon that tile 'Treasury Department has exaggerated tile need for legIsaton Ili
llitsO fleidh and I SUspect that the same may be true Ili tile field of wlthholdhig
oti (ilvidends and Interost. In any event, It seetis to ne that at this point iII
time, legislation would be premature In oil three fields.

As you know, the IR has only withil the inst 2 or 3 years publicized the b)oi.
hess expense problem, In(reased its audit procedures, and changed Its tax return
forns so am to counter the efforts of some taxpayers to exaggerate their business
expense deductions. The effects of this audit program ('11I hardly be fully seetn
ti this early date find until they are I think It should not be concluded that

legislation Is required. Similarly In the aret of foreign income, the IRS has
only recently steIX-d ull) ItS audit of these transactions and I believe Is in no
,ioidtion to conclude that legisltion of such ani1 extremely radical nature as
proposed in 11.11 1065O0 should be enacted. Sone of us have suggested to tile
Service oi several o(casions In tile pIast that guldellues and rules be Issued to
explain the 8ervlce's position under section 307 which Is the section of tile code
concerned with transfers of assets to foreign corporations, foreign reorganilza.
tions, etc. We have always been told that It Is inmpossible to Issue guidelines
under this section because each case delNiip Ulmm Its owni peculiar facts. How.
ever, early this year the Comnmssloner announcel that guidelines would now be
issued. I can only add that If this course had been followed several years ago,
bIslneusmen would have had better guldance as to what was permissible III this
areai and nuch of the present c(ncern of the Service as to what may have
happened In so)e Instanes In this field might have been avoided.

As to the prolsal for withholding I must say I was shocked when I learned
that automatic (Ita procesing would not serve as a check on the reporting of
Interest and dividends by taxpayers. The AD!' Is a complex and expelsilve
milertaking and If It cannot perform this service, we are left wondering whether
it Is worth the cost. Malny businessmn(n ono ivisers who have studied th
Iproblen more than I have are persuaded that It should be given n chance, before
legislation as radical as the withholding provisions are seriously considered
to be added to the code. Of course auditing procedures in this field are exlpnsive
for the Service but similarly the provisions In the bill If enacted would cause
very considerable expense to the business community. The compliance problems
of the 1110 as It stands, are a very substantial burden to business and this burden
Ires Increased materially over recent years. The number and variety of tax
forms that have to be flied and special accounting concepts worked out today by
business organlzations-both large and small-to satisfy tax and other govern.
mental requirements. Is frightening to contemiplnte. Certainly tiny Incrense In
this burden should be undertaken only after full proof that It Is necessnry.

I feel sure that the Senate will carefully consider the arguments of the large
binkR, Insurance companies, and other taxpayers who would be heavily burdened
by this legislation, as well as the arguments of the Comnissioner of Internal
ltevenue and come to a fair solution of the problem.

I hope the foregoing Is of some help to you In formulnting your recomlnelnda-
lhons n(d If I can be of any further assistance, I will be only to happy to (o No.

Sherry and I send otir best regards to you.
Sincerely yours,

PHAN K C. WOLPERlT. TO ManUIet.

F.I,.. MANAGEMENT Coal.,
Dcnrcr, Colo., Mareh 28, 1902.

,1n. HARRY P'. Bern,
('holronan, C osinfltee on Ilaiiee,
1'.,. Senate, W, sllnpton, D.C.
D , ,1 1h. flYnt : I am In favor of tite prinelple of a withholding tax whether

It is on wages or on Interest or dividends. I am naisolutely oPlosed to the
lprovislon for withholding incorporated In tile tax bill which will come before
you in tile near future.

The provision as It has eon drafted is both tlnecessary and Illogical. It
is unnee."ary because tile Treasury Department has made little If any use
(of Forn 109) which Is prepared tit great expense by tens of thousands of eorpora-
tions In order that tie governmentt nay be Iiforned as to thos' Individuals
who have received payments of various kinds from these. corporations. It is
self.evident that tile expenge that the Treasury Depatrtmielt would Incur in the
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utilization of this Infornmtlon is substantially less than In the joint costs I-
i)1l5i1ess lind Governmient to (Stablish and malntlin the fantastically complicallte
and expensive bookkeeping records that are necessarily concomitant to livl
within the proposed law,

It is Illogical and, I believe, unconstitutional because It forces shareholder
regardless of their Income tax bracket, to give money to the Federal governmentn
regardless of whether they ultimately owe the money or not. It is almos
mlilevable that you are being asked to vote for a bill that is so obviously
Inequitalble to the majority of your constituents who receive normal Incon)
In the form of dividends from common stocks or mutual funds or interest from
savings accounts or bonds.

I am employed by a mutual fund that has approximately 115,000 shareholders,
Eighty percent of these people automatically reinvest their quarterly dividends.
At the end of the year, we prepare Forno 1099 for every one of our shareholder
and send one copy to them and one copy to the Internal Revenue Service; ie.,
under the present law, we prepare 230,000 forms for the Government. If this
new bill were to be lpossed by Congress, we would have to make an additional
111S,000 accounting entries each quarter or a total of 400,000 per year. The
burden would be intolerable.

Moreover, the 80 percent of our shareholders who automatically reinvest
their dividends and pay their taxes from their wages or other sourcefs of income
will he denied the advantages of compounding the Income from their investments.
I cannot believe that the lawmakers who drafted this bill could have been
cognizant of the far-reaching effects of the legislation that they have submitted
for your approval. The costs, both direct and Indirect, In time, effort, mnd
money will be enormous-they have been estimated front a minimum of $400
million to well over $1 billion. These would be pretax business expenses ond
would, therefore, cost the Government approximately 50 percent of these amounts
which would otherwise be received in the form of corporate Income taxes. All
departments and agencies of the Federal Government give lipservico to the
necessity of increasing our efficiencies and Improving our abilities to compete
In worldwide trade. I am certain that you will agree that 9ur high-cost price
structure constitutes one of our principal economic problems and yet this
ostensibly innocuous provision will increase the cost of American industry by
an amount equivalent to anywhere from 10 to 30 percent of the $3.0 billion of
U.S4. exports to the Common Market for the year 1061.

It Is a shame that the rest of the tax bill should be burdened by a thoughtlessly
(onceived provision which would be totally unnecessary if the Treasury were
to utilize the information already provided them by the multitudes of businesses
which pay interest and dividends to their creditors and shareholders.

I a n enclosing at copy of a recent memorandum on this general subject which
we sent to our shareholders. You will note that we offer constructive suggestions
in addition to our valid criticisms,

In view of the extreme importance of this matter, I hope that you will give my
letter and its enclosure your most serious consideration.

Very truly yours,
C. FREDERIO Myri.

FoR tiIO.3 VHOII BELIEVE IN DIVIDEND ANJ) INTh:RlE5T 'IT1I1OLDINo TAX

Tax evasion Is an evil which impairs the economic strength of otir Govern.
nient and diseases the moral fiber of our Nation's citizenry,

Salary and wage withholding has proven itself to be highly practical, equitable,
and convenient from the point of view of both the majority of taxpayers and the
Government itself. If it overtaxes at all, withholding immediately overtaxes
salary and wage income of middle and lower income tax payers to such a reli.
tively minor degree as to be an insignificant factor. The nature of salary and
wage withholding does not remove and permanently separate the taxpayer from
realizing advantages which lie might otherwise realize by paying his tax out
of the particular Income or resources he might choose. He has to pay the tax
anyway, and it is not less convenient or detrimental to any privilege which is his
right to have the tax removed specifically from salary and wages. In fact, it is
more convenient and it Is fair. Above all, it is simple.

Will dividend and interest withholding prove itself to be even reasonably prac.
tical, equitable, and convenient from the point of view of both the majority of
taxpayers and the Government itself? Will it overtax and, if so, to what degree?
Which group--middle, and lower income or higher income-will be penalized to
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sacrifice beyond their share of the burden rightfully due? Do the very nature
of saving anid Investing, and the features inherent thereto, lend themselves to
being partly, but importantly, destroyed by direct withholding? Is direct with.
holding convenient and fair-, like salary and wage withholding? Is It simple like
salary and wage withholding?

SALARY AND WAOE wrTIoLVING TAX

The broad base of salary and wage In.
come rests In our middle and lower in.
come groups. Here is the greatest
number of taxpayers. Here Is th(
greatest amount of salary and wagc
income.

Of the 43.5 million salary and
wage taxpayers in 1059, 30.5 million
(or 01 percent of all salary and
wage taxpayers) had adjusted
gross Income of less than $10,000.
Thus, In number, this group Is the
broad base of salary and wage earn-
ers and taxpayers.

Of the $233.8 billion of salaries
and wages earned by taxpayers In
19,59, $188.8 billion (or 70 percent
of all salary and wage Income of
taxpayers) was earned by taxpay-
ers who had adjusted gross Income
of less than $10,000. Thus, this
group Is the broad tax base of sal.
ary and wage Income In terms of
total amount of taxable salary and
wage Income.

This broad base of salary and wage
Income, as well as the entire spectrum
,f salary and wage Income, has been ex-
(eptionally well covered by salary and
wage withholding (for taxpayers earn-
Ing salaries and wages of more than
$600) and by quarterly estimates (gen.
orally, for all income, Including salary
aitd wage, of taxpayers earning morethan $10,000).

'l'axes withheld In 19159, from tax-
payers with adjusted gross income
of less than $10,000, amounted to
$22.1 billion. This compares to to.
tal Income tax for the same group
of $21.3 million. Thus, the bulk of
Income from all sources of this less
than $10,000 Income group appears
well covered by wlithlolding from
salaries and wages which form the
broad numerical taxpayer base and
preolmnderant sources of taxable In-
COnlM.

DIVIDEND AND INTEREST WITHIOI.DINO
TAX

The broad hose of dividend and Inter-
et income does not rest in our middle
and lower Income groups. In terms of
number of taxpayers, yes; but In terms

i of amount of Income and amount of
tax, lo.

Of the 4 million dividend taxpay.
Prs In 1059. 2.8 million (or r9 per-
vent of al dividend taxpayers), and
of the 7.8 million interest-reporting
taxpayers, 5.5 million (or 71 per.
cent of all Interest taxpayers), had
adjusted gross incomes of less than
$10,000. Thus, in the middle and
low income group, we have the
greatest number of dividend and
interest taxpayers,

Of the $12.8 billion of dividends
and interest reported by taxpayers
In 1959, $3.0 billion (or only 28
percent of all dividends and Inter-
est Income of taxpayers) was re-
ported by taxpayers who had ad.
justed gross Income of less than
$10,000. Thus, this group Is not
the broad tax base of dividend and
interest Income In terms of total
amount of taxable dividend and in.
forest income: 72 percent falls Into
the higher than $10,000 Income
group.

The broad base of dividend Income,
and possibly Interest income also, as
well as the entire spectrum of dividend
Income is exceptionally well covered by
extensive dividend reporting (over $10
n year) and fairly well covered by Inter.
est reporting (over $600 a year), and by
intensive and extensive audit of higher
income taxpayer returns.

If 20 percent of dividends and In.
terests of middle and lower income
group (less than $10,000 adjusted
gross Income) had been withheld In
10159. almost twice the tax they
w hould owe would have been taken
Initially from them.

Yet, the higher Income group
(more than $10,000 adjusted gross
Income). the main source of divi.
dend and Interest tax, because of
(1) both large absolute and relative
amounts of dividend and Interest
Income. and (2) higher tax rates.
would have been missed had 20 per.
cent of such Income been withheld.
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HAI..WY ANII WAGE WITII t0l.1IINO TAX

Evision of taxes (1 salaries and
wages would sel to be effectively met
by our syste-m of salary and wage with-
holding. Equally Important to the ob-
Jective and result of a high collection
ratio to total tax due are the equity and
simplicity of our salary and wage with.
holng system.

Our salary and wage withholding
system has built-in features which
make It fair, equitable, and work.
able for the greatest number of tax.
payers.

The shining key of our salary and
wage withholding tax system is its
"cwstom tailored" or' "Indivi.
dualized" nature. Without this
outstanding feature of equity,
salary and wvge withholding would
be a national travesty and scandal,
evoking continuous protest and in.
facting personal hardship and dis-
crimination well beyond the merits
of its contribution to effective tax
collection.

'rhe employee and employer can
work together, along with their
Government, on tax collection, be.
cause they are together. The line
of communication Is both direct and
continuous. Individual exemptions
are taken Individually Into ac-
count: tile employee advises the
employer. Then, too, most tax.
players with less than $10,000 In-
come use the standard deduction.
Hardship and discrimination are
avoided because the customm" or"Individual" differences are rec-
ogplzel and protected.

IIVIDENI AND) INTEI'ST WITIIIO.IDING
TAX

Evasion of taxes on dividends and in.
terest would not seem to be effectively
met by tax withholding. Equally tin.
ortant to the objective and result of a
Igh collection ratio to total tax due

are the equity and simplicity of our col.
election system respecting taxes ap.
plicable to dividend and interest In.
come.

The proposed system of tax with-
holding from dividend and interest
Income Is, by Its Impact, unfair, in.
equitable, and unworkable for not
only the greatest number of our
taxpayers, and those citizens in
nontaxable brackets, but It is par.
ticularly inequitable and unwork.
able for an even higher proportion
of our middle and lower income
groups who would be disserved and
disadvantaged by the inequities In.
herent in the proposed system. Its
Potential naked truth: "We'll take

away, even though you don't owe
this much or owe nothing at all;
now it's up to you to get It, if you
can do the figuring of how, when
and where"-hits the clear ma.-
Jority of all citizens and the over.
whelming majority of lower in.
come groups.

The basic Injustice of dividend
and Interest withholding is its
blanket application which, while
unmvoldalble regardless of the rate
of withholding, would stab at the
middle and low Income groups, ex.
tracting more taxes than due from
the very returns on those resources
that help build what little they are
able to build for themselves and
that go to help underwrite capital
investment In the Nation's econom.
lc strength and In its ability to
finance continued growth. Since
the withholding rate cannot be
"custom tailored" or "individual.
ized" for each taxpayer and non.
taxpayer, the middle and lower In.
come groups would (1) be over-
taxed; and, perhaps even more im.
portantly, they would (2) be
"penalized out of" effectively com.
pounding the full amount of the
earnings of their already relatively
small, but more needed, savings.
While they would prefer to pay
their tax from the sources of their
choice, the withholding would pull
away funds from the very savings
and investment programs they are
trying to build and would Impair
their gaining the privileges that are
their right In such programs. As

2142 1002
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1.0IAIIT AND W'A,(IIN' WITII111.11IINM TAX IIVIIDENID AND INThIIENT WITII IIOJ.IJ.No
TAX

well, every dividend and interest
recipient in the middle and lower
Income group would (3) be per.
sonally burdened, and further bur-
den governmental facilities, with
the cost, complexity, and Incon-
venience of refunds. This is not to
mention those who have lesser In-
come and no tax due at all and who
look to the dividends and Interest
they receive as being a part, the
main, or only source of whatever
"living" they have. Thus, all In.
come groups, except the highest, a re
going to be drawn into the net of
having money taken from them
and having to arrange for Its re-
turn, raising greatly the level of
their personal confusion and In.
convenience and adding substan-
tially to the burdens on govern-
mental facilities to verify and Is-
sue requested refunds.

Yet the high-income groups, with
their higher thot 21 pIerelit tax
rates, with the large proportion of
their personal income flowing from
dividend and interest income, with
the large total of all dividends and
Income In the country, yet they will
not be penalized to any degree. At
least 55 million taxpayers and non-
taxpayers, plus unnumbered more
people could be hurt, while only
5 million taxpayers will not be ad.
versely affected to any degree. Un-
like salary and wage withholding,
dividend and Interest withholding
cannot be Individualized. It can.
not "give back" compounding and
other saver and investor privileges
inherent In the majority of pro.
grams designed for small savers
and investors. It cannot escape,
regardless of rate, taking away
money from the lower tax bracket
and no tax bracket income grouls,
It cannot help but add complexity
to an already complex tax report
form. So It cannot be fair and ef.
fective. Rather than the vast ma.
jority of people being treated fair.
ly, as is the case under salary and
wage withholding, the dividend and
Interest withholding Is fair only
to the minority and unfair to the
vast majority where their Income,
savings, and Investment privileges,
and where simplicity are most
needed.
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Ih;('OM !. NATIONS FOa CONSIDERATION N

1. ''ix return: k iirger howel filce stteinelit 0tlit (lividhIls and ! lniort,st.
4't.sh or .olllH"ninl((d, iltist lho reported. Proper jutilifyilg exlallnatiolS ilbut
tax-fret dividen(is and interest (-an be made elsewhere. (Term "taxable dlivl.
ditis andro Ititerest" is nilsleading. Some dividend reclplent.s and reany Interest.
relphit s believe itcried or compounded Interest and relivested dividends
are not. ,urrently taxable.)

2. Itcoile ad tax advice: Divielnd and Interest payers (except "miunicl.
palitics") should be required to notify savers and Investors of the amounts
t lwreof nerued or paid, and that their interest and( dividends are to be reported.

:1. penalty: Set forth on tax return, payer supplied advices and official tax
explanation publication ia penalty of, possibly, at least $100 If all Interest and
diviend.s, whether cash or compounded, required to be reported are not reported
ini tax return.

4. Payer Interest Information reports to Government: Reduce to $10. A
greater proportion of low Iitnte bracket taxpayers receive Interest than dlvi-
dends. Average interest received, based on tax returns in 1959 amount to ap-
proxltiotely $300 for Interest recipients with adjusted gross income of less
ihaii $10,(00. lPresent "$600 or more" payer reportithg requirement is very
Inadequate, particularly with taxpayer confusion about tax status of compounded
Interest.

5. IPunchod cards: Dividend and Interest payers, at least those with certain
miniaure number of payees, might be rOqtilred to furnish Glovernment with
jtincled card. A4 a further step to assist Government economy in verification,
the tisaver or Investor could be given a lduplieitte punched card (along with printed
advice) which ie would be reqirOd to forward with his tax return. The two
imnihed cards (or card and tape) would tremendously assist Government

acvolntilng and verification.
6. 'se of existing withholding machinery: The bulk of Individual income

tax tax collections comes from withholding on wages and salaries. By making
fuller use of this existing system, individtiufl taxpayers could have, in effect.
vtistomiized wltlildfhg on dividends and Interest. Each year, every employer
would determine witl his employees the amount of their estimated Interest and
dividends for the coming year. Using precalculated tables, the employer would
Increase salary and wage withholding accordingly. At yearend, this estimate
would be incltded on the employee's W-2 form. This approach would seem
to hlave several desirable effects:

ta) At least twice each year, the emiplOyee's attention would be called
to the necessity of taxpaytnent on interest and dividends.

(M) The withhfolding would eliminate or alleviate the chances of the
employee owing alditiotifl taxes at yearend.

(e) The W-2 form, giving the estimate (and attached to the tax return)
would put the Treasury Department on notice to check the tax return for
I('ttll Interest and dividends against those estimated.

(d) The entire system could easily and slmily he attuned to the particular
tax situation of each individual taxpayer.

(e) Any employee who felt that such a disclosure would represent an
Invasion of privacy could inform his employer that he wished to file and pay
taxes by use of the estimavte forin. This would he noted in some manner
on the W-2 which would Indicate the need to check this partiotlar person's
tax rettirn for dividend or Interet Income.

7. ovortelont data processing equipment and numerical Identification: While
the effect of these steps has yet to be determined, It is to be assumed that they,
aloig with greater ptblicity, will be more effective, less complicating, and will
not generate serious Inequities in increasing the collection ratio. Payer report-
Ing to both individuiflhd lovernifont would have to parallel any withholding
system. It is the reporting and1 verification, as well as publicity-it Is not
withholding-than can reduce evasion. Yet, it Is withholding that would work
serious, widespread inequities and burden those who could least afford these
con sequences. Certainly, new eqduiment and the numerical identification system
shofild he given the chance to prove themselves. If these are actually found
to be, or setidusly estimated to be, Insuffieient, then the more promising and
eqfilthble advantages of fuller Interest reporting, penalties, clearer Instructions,
greater publicity, more extensive verification, an extension of wage-and-salary
withholding, and, possibly, punched card reporting should have their obvious
merits more fully Investigated rather than traded for the dubious advatitages
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and clear disadvantages of taking a flat rate of tax directly an( indiscriminately
from everyone's dividends anld Interest, as well as robbing a portion of their
rights to building easily and less expensively what they can In a way that they
Call.

The only similarity Iketween salary and wage withholding, on one hand, and
divilend and interest withholding, on the other hand, Is the word "withholding."
Shining benefits characterize the former; glaring injustice and ineffectiveness
of purpose would be the result of the latter. The middle and lower income
group need a lobby in their behalf. Whom should they look to now, and whom
will they have to look back to if they have been unfairly treated and lightly
considered ? The soundness of their case has to be understood by their Congress-
mien and Senators.

TESTING TIlE CONCEPT OF DIVIDEND AND INTEREST WITIHHOIIN'O

In summary then, and before callhig "withholding at the source" the best
answer to a complex problem, we might test the withholding concept against
four basic questions and see how it meets these various tests in light of the infor-
mation given earlier.

(1) Will withholding of dividends and Interest result in a greater net
collection of revenues?

Answering this question in early 1002, the answer Is probably "Yes." Two
years ago, it would have definitely been "Yes." Two years hence it may well be

The Treasury Department, with cooperation from private business, has done a
great deal in recent years to educate the public to the fact that dividends and
interest are currently taxable--even when such income is not currently received
In cash by the taxpayer. A continuation of this educational campaign should
result in an increasingly higher percentage of income being reported. In a few
short years, tax evasion based on ignorance should largely disappear.

Insofar as willful tax evasion is concerned, the improved data processing tech-
niques being adopted by the Treasury Department will soon make tax evasion
on dividends and interest a practical impossibility (or at the very least, a highly
dangerous practice). As the public is educated to the sophistication of tax
accounting by the Government, those who may have purposefully avoided report-
Ing taxable income will feel compelled to do an accurate Job of tax reporting.

(2) Will withholding Impose any undue or excessive hardship on tax-
payers?

The proposed legislation would appear to create a tremendous amount of com-
plications for taxpayers. It might be argued that one of the reasons many low-
bracket taxpayers do not report dividend or interest income is because of the
difficulty of coping with even the present tax form. Yet the new regulations
would add greatly to the problem of filling out the form and reporting dividend
and interest income accurately. The taxpayer must first "gross up" his dividend
and interest income and then take a credit for the taxes withheld at the source.
Since the low-bracket taxpayer will usually be entitled to a refund, he is, in many
cases, going to overpay his tax through being unable to complete his form properly
(certainly not the intent of the legislation) or, in many cases, he is going to
complete the form in error.

Many exempt taxpayers-profit-sharing and pension trusts, tax-exempt Insti-
tutions, etc.-are going to lose the results of valuable compounding and increase
their and the Government's administrative workload while, at the same time,
losing the advantage of the amounts withheld. According to estimates of the
American Bankers' Association, this loss for pension trusts alone will exceed
$50 million.

(8) Will withhldling create an unreasonable burden for the Treasury
Department?

The answer to this would seem to be an unqualified "Yes." There will be
literally thousands of transactions in which money is collected by the Treasury
Deohrtment and then returned In full to the taxpayer. This would be true of
pension trusts, profit-sharing trusts, bank common trust funds, as well as millllbus
of middle and lower income taxpayers. The Treasury Department would have
added, in respect to these institutions and individuals, an enormous amount of
dollar trading and accounting transactions without adding 1 cent to revenues.

By far the largest problem would probably be generated by low-bracket tax-
payers filing for refunds. According to statistics, the average under $10,000
taxpayer tends now to overpay his tax. ThisIs supported by the 1959 Income tax
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figures which show 27 million refunds going to the 42.7 million taxpayers In the
tinder $10,000 bracket: Since they are already filing for refunds, these taxpayers
will attempt to recover any overwithholding which occurred in respect to div-
Idends and interest. The opportunities for error on the part of the taxpayer in
"grossing up" his dividend and interest income and then indicating the proper
tax credit have been pointed out earlier. But from the standpoint of the Qo;-
ernment, every one of these taxpayers' errors represents added work, added
correspondence, and added field checks on tile part of the Internal Revenle
Service.

(4) Will there by any side effects which might act to the eventual detri-
ment of our overall economic and fiscal goals?

This is an area where the bill could act to stifle rather than encourage otir
Nation's stated economic goals. Despite differences in opinion as to the rate
of growth, there is general agreement among all responsible persons that our
economic growth rate must be accelerated if we are to absorb the unemployed
into the economy and compete successfully with the Soviet bloc in the cold war.

One of the reasons cited for our relatively low growth rate as compared to
other nations In the last 10 years has been our lower rate of capital investment.
A part of this stems from the fact that, by and large, we are a nation of con-
sumers rather than savers or investors. To tax interest and dividends at the
source is to tip the balance further away from savings and Itvestment. Every
dollar of interest or dividends which is now compounded--as opposed to being
taken in cash-will be reduced to 80 cents under the proposed bill. Whereas
the tendency has been to meet taxes on accrued interest or dividends with dollftrs
over and above those already saved or invested, in the future these dollars will
be drained from a savings or investment base already insufficient to meet the
needs of a growing America.

The proposed legislation will also tend to drive tax-exempt dollars toward
nonwithholding Investments where income will not be subject to a tax, and where,
even though the tax would be recoverable, It would be a burdensome and "irritat-
Ing process. Our immense pension and profit-sharing trusts represent a tre-
mendons potential source of equity dollars, and it would appear against the best
interests of the Nation to stifle this source. The same thinking might lead many
taxpayers whom withholding would cause to overpay to direct their dollars into
other channels and away from sources of capital investment.

UNION DIME SAVINGs BANK,
New York, N.Y., March 28, 1962.

H1on. HARRY P. BYRD,
Chairman, Senate Finance Committee,
Washington, D.C.

DEAR SENATOR BD: The purpose of this letter is to supplement with figures
derived from our records the many communications which you have received
in opposition to the withholding provision contained In the tax bill reported by
the HOuse Ways and Means Committee. I feel certain that the House Ways
and Means Committee's illogical approach to this loophole problem will be
more clearly demonstrated by these figures.

This bank services approximately 150,000 savings accounts with an aggregate
balance of $480 million; 27 percent of these accounts receive 73 percent of the
Interest paid bt depositors, and on the basis of the presentation of their pass-
books and their requests for Itnterest statements, we can say with assurance that
the vast majority of these larger depositors report the Interest received.

The great majority of our depositors receive less than $60 in interest per
annum. Approiimately 30,W0 receive less than $2, 20,000 receive between $2
and $5, 13,000 receive between $5 and $25, and 23,000 between $25 and $60. Even
though the bill does not require that a listing of Iflterest withheld be sent to the
Internal Revenue Bureau, it will be necessary for us to calctflate the bet gMuht
of interest for each 'f these relatively pmll accounts. As a very large per-
centnge of these small depositors are not stibject to tax, Jt Is qitte dbUbtffl that
they will apply for refunds and thus, In eff t, they will be unfairly penalized.,

In addition to this unfair aid Utn.Aierican approach to th6 small depositor,
he bill provided that variolui types of depositors, such as children, shall be

exempt f~in witlhffoldihg and those who are exempt from taxatiofi may 'file
cerifficated for the liilUpose of eliminating withholding. Can' you imagine the
clerical costs which *111 be Ibt firred !t trace the tgo of our depositorss and to
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follow a procedure designed to eliminate certain thousands of accounts affected
by the filing of certificates? Even though the most modern electronic systems
do not provide that degree of flexibility which would allow the recording of
(Iita to handle these exceptions.

Through one of the Canadian chartered banks, we have been informed that
these very objections to withholding on savings account interest were the cause
of the abandonment of such withholding in the Dominion of Canada during
lhe late 1940's.

Withholding oil salaries and wages is a logical means of assisting both the
taxpayer and the Treasury. But the withholding of 20 percent of the interest
on savings accounts is not only illogical from the administration and operating
. tandpoints, but it is unfair to the small depositors, to the depositors of modest
uienns who use the interest for living expenses, and to the savings institutions
.iharged wih the responsibility of encouraging thrift.

We earnestly request that you use your gool offices to eliminate the withhold-
lig provision from the proposed tax legislation.

Very sincerely,
R. WILLIAMS, Jr.

PAWLINO ER COnP.,

Paoli, N.Y., ril $8, 1962.
,enator HARRY F. By
chairmann , Senate nanc Committee,
lI'ashingtont, D..

DEAR SENA It YD: As a tr ee o a sma.l savin ank, I would It to go
on record as o sing the posed w hhldi g ta n Interest and div ends.
First, I think at there 11 be a su tan In savips from savin s In-
stitutions to s Ings bonds la for can be t ned indefln ely.
This in turn lll result In savings Ing mmit e r mortgage

The work setting up this with ng stem I an nIr urde s ii
Instittitions d also it seems to me affect a larg ber o recipients ho

hae o ax tail of cot wi ult In ships t them.
It Is my 1u derstani th th T j~r program as

already resu ted in im ved r tin r This, plus the new d ta
processing ipment of the Sei , will e Service "to determine he
tax status of ny taxpay r at any I e as r ntly t by the Commissi er
of Internal B venue.

These consi erations, p us n ot ou are con idering b fore
giving your ap roval to th 11.

Very truly yours, HowA W. T1, Pr8 t.

ht~f~l, _ ..E BERMcs B~o..

Hon. HARRY FLOOD By d D

U.S. Senate, Washitgt D.C.
MY DEAR SENATOR: I am Ing to you regarding H.R. 1 Rev e Act of

1962, which contains as part of ovislons the es ment of olding
tax on Interest and dividends.of sa n s and increase I porate
Income taxes of mitpal savings banks and savings and loan associ 9.

The following factd are submitted in an earnest solicitation of your opposition
to the passage of this legislation.

Withholding tax on interest and dividends would reduce incentives to save by
making the thrift process inconvenient and burdensome to depositors and sav-
Ings institutions alike.! This inconvenience would lead to a shift in the flow, of
saylIngs from mutual savings banks and other mortgage lenders to tax-exempt
State and local government bonds and other tax-exempt securities. This would
curtail sharply one of thprimary sources of mortgage funds and substantially
increase the cost of obtaining mortgage loans for home borrowers and real estate
developers. I am sure you realize the damaging effect this Would have on the
already flagging homebuilding industry, with the further effect this would have
on the overall economy of the Nation.

I would also like to point out that by instituting a withholding program the
volume of savings would be reduced since taxes now paid on interest by indi.
viduals from their out-of-pocket funds would instead be paid out of savings held
in the banks, thereby further reducing the funds these Institutions, would have
available for mortgage lending by many millions of dollars annually.
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Incrensedl taxation Would compel savings inlstitltions to reduce rates of in.
werest paid to their depjositors since they would t, required by State laws to
add to their reserves for the protection of depositors. These institutions would
be less able to attract and channel into iortgnge funds the public's savings.
The savings banks tre one of the primary sources of out-of-State mortgage
funds and hold over $7 billion worth of mortgages on properties In nonsavings
bank States which are mainly rapidly growing areas with an inadequate
supply of local savings for mortgage demands.

We believe that It is Inportant for the continued prospelity of this country
that the savings capitalization of our country not be decreased as it would have
an adverse effect upon the housing Industry an(l the general economy of the
whole Nation.

We urgently request your opposition to the passage of any legislation to
provide for the withholding tax on Interest and dividends and the Increase
in the taxes on mutual savings banks and loftn tssociations to the end that the
Nation's supply of home mortgage funds not be reduced.

Respectully,
GEO. W. DEFRANCEAUX,

Presid nt. Frederick W. Berens, In.

IIAI.TIMOIE, MD., April 18, 1962.Hon. HARRY F. BYRD,
Chairman, Committee on i'Mance,
U.S. Senate, Vashington, D.C.
DrAn SENATOR BYRD: Allow me to make a few comments with respect to with.

holding tax from interest and dividends.
I was very much impressed this morning by your statement that withholding

is Justified only if there is no other solution to collecting tax on unreported
income and that you hope the numbers system could be made effective and
avoid withholdlng. I agree most heartily with your thought, but I disagree,
as you and Senator Willidms did, with the "post office refund suggestion."

You have heard and will hear a great deal of protest and complaint about
adnilstrative problems should a withholding tax such as proposed come into
being. These arguments I heartily endorse, because in my work as income tax
officer of the Mercantile Safe Deposit & Trust Co., of Baltimore, I have been
closely associated with bank and trust company tax associations in the New
England area, New York, Philadelphia, Chicago, and elsewhere. The problems
complained of and anticipated are very real. Also, our own company flies
over 8,000 returns a year and gives tax service to approximately 12,000 people,
and we are not the largest trust company with fiduciary powers, but are in the
middle class. To give you an idea of the taxes we pay, I sent checks to the
Director this post Monday totaling approximately $6 million.

I firmly believe, as do many of my associates, that the tax evasion alleged
can be overcome through the Use of the taxpayer's number system (and I am
working, along with others, with the Internal Revenue men in trying to get
this system going) and the continued use of publicity regarding the taxing of
interest and dividends.

However, there is another item about which I feel very strongly and think
It should be given consideration along with the foregoing before entering into
this horrendous withholding procedure. From experience and observation I
think much more effective tax enforcement and collection can be had through
the use of additional revenue agents. There is not an agent worth his salt
who will not bring in more in the way of additional revenue than his cost to the
Government. Also the moral effect upon people when they know revenue
agents are checking up is tremendous. For example, years ago it used to be
the practice to send agents Into neighborhoods and they would check the corner
grocery store; and, needless to say, everybody in that vicinity knew the agents
were around and what they did. Also, the agent has an opportunity to talk
with the taxpayer, observe his style of living, his recotdkeeping etc., and form
a pretty good opinion of whether he is making an honest tax return. I know
tilts would swell the raffiks of Government employees, 'but in this case I think
it would be jiustifled and worth while.

To sum up then, I believe and earnestly urge your committee to consider
holding off on withholding for another year or so and try the foregoing sugges-
tions which I believe will produce the desired results. If within a cotIle of
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years they do not produce the results, then I will be among the very first to
recommend withholding without any exemptions.

This withholding situation and tax evasion are very serious problems in two
different areas. We, of course, want everybody to pay their fair share of taxes,
but at the same time I feel most strongly that the impact upon business, our
citizens, and our economy will be so serious under withholding that every
possible avenue should be explored before such a drastic tax collection law
is enacted.

I also endorse the idea of putting a question on the tax form asking, Did you
receive interest or dividends; if so, have you included them in your return?
This, I think, would also be very helpful.

Respectfully,
WADE HAMPTON CRESWELL,

Chairman, Special Committee on Withholding Tames, Maryland Bankers
Association.

AMERICAN NATURAL GAS SERVICE CO.,
Detroit, April 16, 1962.

Ite H.R. 10650-Revenue Act of 1902 effect of tax withholding provisions on
retirement and savings plans.

Hon. HARRY F. BYRD,
Chairman, Senate Finance Committee,
Washlington, D.C.

DEAR SENATOR BYRD: The proposed "Revenue Act of 1962," as adopted by the
House of Representatives (H.R. 10650) and now pending before your committee,
provides among other things for withholding of portions of interest and dividends
(see. 19, setting forth proposed new chapter 25 of the Internal Revenue Code).
It is not the purpose of this letter to discuss the merits of withholding generally,
but to comment upon the effect of the provision as now drafted on retirement
and savings plans of the type used by the American NatUral Gas Co. system.

Our system companies have a retirement plan uflder which both the employer
companies and the employees contribute to a fund which Is held by the First
National City Bank (of New York) as trustee. The trustee invests the funds
in securities, and the fund is used ultimately to pay retirement benefits to
eligible employees. Our system also has a savings plan tinder which employees
have an opportunity to contribute specified amtitis which are, in turn, matched
by the employer company; these amounts are also paid to arid held by the same
bank as trustee and invested either in senior securities, equity securities, or In
American Natural stock, as designated by the participating employee. These
plans have the approval of the stockholders.

Both the American Naturil Gas system companies' retirement plan and the
savings plan have been approved by the Internal Revenue Service as qualified
plans and are, therefore, exempt from taxation under section 401 and related
provisions of the Internal Revenue Code of 1954. Accordingly, all of the
earnings or securities held by the trustee are reinvested in order to provide
the benefits to our employees contemplated by the plans. At the present time
there are over 7,000 participants in the retirement plan and over 2,000 partl-
pants in the savings plan.

Under the proposed withholding provisions of H.R. 10650, payments of interest
and dividends to individuals who certify that they do not anticipate being subject
to income tax for the current year are exempt from the withholding require.
ments (proposed new see. 3483(a) of the Internal Revenue Code, set forth in
see. 19 of H.R. 10650). There is also an exemption from withholding for
interest paid to the United States or its agencies, at the discretion of the Secre-
tnry of the Treasury (see. 8452(c)). However, there is no exemption for tax-
exempt pension and profit-sharing plans (except for certain limited situations
such as bank deposits and U.S. savings bonds, provided in sec. 3488(g)).
Accordingly, plans such as our retirement and savings plls would be subject
to the withholding and would be required to file quarterly applications for
refunds of all amothtts withheld. Not only would this deprive our funds and
their benefiCiaries-of the use of the money while refuiid -clinlms are prepared and
processed and until reftflis are made, but it would- flso create a substantial
burden of administration on the c6mmIttees administering the fund and on the
trustee in accounting for and preparing the necessary claims. Similar on-
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ntetbssitry liurdelns would lt Imposed on the government . il processing sueh
Ifilld (llai1s 11s well as uMaking the paynents and auditing the whole process.
Th'ie funds eoveritig tIh(e various American Natural system (omlpalnies hol bon(1s
iIIl(I stoks iII 11101'P tha 100 CorJ1'Ira lions.

Proponents of the original withholding preedtures contemplated that, no
(IMxeiptilot. wotlld he Ipertnlitted ill the Interests of shlilicity of adiilStratlio
of the withholding by the corporations and others paying Interest and dividends.
IHowever. the llotlset volnnlittee, recognizing the hardship.4 Involved, has very
prolrly granted exemptions for Individuals lit the categories mentioned. Since
soe exenp)tlons are being gralt(d, It would seem reasonable and fair to grant
similar exenlptiolis to thoso 1ayees of Interest and dividends which are clearly
tax exenipt under aplproved lpenslon arid profit-sharing plans. Such exemptions
would seeni to) he not only in the Interests of tile plans themselves and their
many heneticinies, but also In the Interest of the Government in reducing
innecessary lirneessing and aitintitig of refund elains.

Our system comlniles urge that your committee, lin consilering H.R. 10050,
provide appropirate exemptions from any withholding provisions which will
protect the interests of lension and profit-sharing pil)ns, and thereby both
assist tile heneflolarles of these plans and facilitate orderly administration of
tile tax laws.

It should he eil|phasized thlat our sittiltionis not an unusual one in that there
mut1st he literally thousands of colliltlllles with Pension aid savings plans who
would he slmtllrly affected unler the proposed withholding provisions iln the
HIouse )IL.

E.niployees of tile Atnerican Natural Gas Co. system who are beneficiaries of
tile plan and would Ie affected by the provisions discussed above are located in
tile States of Illinois, Indiana, Iowa, Kansas, Kentucky, Louisiana, Michigan,
Mlississippl, Missouri, New York, Ohio, Oklahoma, Tennessee, Texas, Virginia,
and Wisconsin. Accordingly, we are sending a copy of tills letter to the variious
Senators from these States.

Very truly yours,
WILBER H. MACK,

JJrceuthe Flee Prcsident.

REFINED SYRUPS & SUQARS, INc.,
'Yoker's, N.1,, Aptrtl 2 ,1962.

11011. IAitntY F. BRyn,
1miah'nin, Senate Pianpe (Committsc,

1'asll Ington, DR.
I)DEAR SEXATOI ByRnD: Tile adnfitlistrfttotl's tax bill H.R. 10050, o1 which your

conitittee Is now holding hearings, provides for the withholding of a 20 percent
tax on interest and dividends payable to qualified trust even though such trusts
are tax exempt.

As chairman of Refined Syrups & Sugars, Inc., employees' profit-sharing plan,
approved by the U.S. Treasury Department as a tax-exempt plan, I want
urgently to protest tlat provision in the bill.

Our tritst fund is a small one, as such funds go, with a total value of less than
$700.000 nld with participants totaling 107, but all of Its income is derived
front bond Interest and common stock dividends. While the bill under consider.
tion would presumably refund, the withholding, provided Quarterly requests for
It were made, nevertheless, each withholding would be' without earning power
for at least 3 months.

Since the earnings of our profit-sharitng fund are tax exempt by law, it would
seen not only unjust but contrary to law to withhold a tax on the income of this
fund. On behalf of the participants in this fund and as chairman of its admiils-
trative committee, I respectfully urge that the provision referred to be deleted
fronfifthe bill by your committee.

Very truly yours,
HUOR M. MCKAY,

Chairman, Profit 8harinig Committee.



REVENUE ACT OF 1962 2151

PFOPILES NATIONAl. BANK & TRUS'r Co.,
!Linicbhirg, l'U., April 4, 1tW6. .

Ito house tax bill (H.R. 10.50V).

1111. HARRY F. iYRD,
Senate Offlce B1itildling,
I'ashilngton, D.C.

lDJEAn SENATOi By'D: It Is with slonie reluctance that I write to you regarding
I ouse tax bill (H.1. 10650). 1 know we must have appropriate tax laws In this
o'intry to defray the expenses of government and to support the various pro.
grains which are originated by the Government.
Il spite of the necessity to raise tax funds, the provision in the above men-

tioned bill, which calls for a withholding tax of 20 percent on dividends and in-
forest is an unreasonable provision or expectation. From my observation, bank-
Ing institutions, of which I am familiar (and they are many) have always
iven ready and willing to carry their fair share of tihe tax burden, and they liave
evilenced over and over many times their willingness to assist tile Govern-
nient in thie sale and conversion of savings bonds, and render numerous other
goverlnmental services, usually for gratis.

Tills Iniquitous provision In the proposed tax law H.R. 10650 regarding with-
holding tax on dividends and interest is unfair, In my opinion, and will be qutte
ctimbersome to Implement and carry out. The officers and directors of this batik
join me in urging you to do all things possible to delete this section from the bill.Respectfully yours, L. D. HORNER, Jr., President.

GRISVOL9, STREPPA, FERRIS & OS0ooD,
Rochester, N.Y., April 8, 196".

lI01. HARRY F. BYRD,
Senate Office Building,
li'as Ingtont, D.C.

My DF&AR SENATOR: As counsel for the Conimithilty Savings Bank and a member
of the adviqory council of the board of trustees of said batik, I am writing you
relative to the tax bill which recently passed the House of Representatives and
particularly in reference to the provision for the withholding of 20 percent of
Interest and dividends.

I feel that unless this withholding provision is ellniliated from the tax bill,
that It will cause injustice to many grotips who are now depositors in the sav-
ings banks of New York State, particularly older people, who because of exenip-
tions, even allowing for interest on their savings accounts, are subject to no
Income tax, also the great majority of accounts held for minors and all ac-
counts of nonprofit organizations. I believe the bill provides for all annull
exemption certificate for the above and in my opinion, this would be most cum-
hersolme both In handling by the bank and the Internal Revenue department,
and would be subject to abuse by those who feel that by requesting an exemption
vcrtlficate they can escape payment of the tax which they might owe. Also there
are undtfloubtedly a great number of individuals who might be entitled to such a
(ertiflcnte but who through ignorance may fail to obtain the same and would
therefore he paying a tax which they do not owe, and Might later when advised
of this right file a claim with the bureau for refund of the tax withheld.

I further feel that this bill would make it possible for people with no savings ac-
eonits to claim that certain amounts had been withheld from nonexisting sav-
ings accounts and clhim a credit for such claimed withholding against the tax
die.
Aq one who has been in close touch with the savings bank system in tills State

for years, I also feel that this bill ary cause substantial shifts of savings froil)
savings banks to U.S. bonds where the liability for the tax can be almost In-
definitely postponed and/or Into tax exempt securittes. Certaltily the savings
banks In New York State are the backbone of real estate 'flnating and if such
a shift In savings were made, it might seriously affect the building indtltry In
this State or In any State where there tre savings banks.

I feel that tiring the last year dte to new processing equipment in the In.
ternal Revenue department and the program of education, to which program the
savings baiks have given full cooperation, that there has been a great improve-
ment in reporting of Itnterest and dividends and that this educational program
together with the new system of processing and accounting in the Internal

82100-02-pt. 5-82
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Revenue department should be given a (hance to prove their value before such
a drastic step as withholding of dividends and interest is adopted.

It Is my earnest hope that you will use your influence to have the with.
holding provision stricken from the tax bill.

Sincerely yours,
HAMILTON 0. GRISWOLD.

TIE PEOPLE NATIONAL BANKI,
Farmville, 1'a., April 4, 1962.

Re House tax bill H.R. 10650.
11l. hIARRY F. BYRD,
Chairman of the Senate Flnanee Cotnnittee,
Wahington, D.C.

DJNAI SENATOR BYRD: We are particularly concerned with the section which
calls for a withholding tax of 20 percent on dividends and Interest. Institutions
which pay Interest and/or dividends will have to deduct this 20 percent before
mhkihg payinent. In our opinion this is a bad principle in that taxes are levied
first and those not owing the tax are put to the trouble of proving their tax
exemption. The additional work to whill banks will be subjected Is tremendous.
Great confusion will result.

We hope you and your comilittee will use your influence and efforts to delete
this section from the bill. Thanks.

Sincerely yours,
3IsAAC C. GLENN, President.

DESTINY,
MAorimac, Mass., April 8, 1962.Ion. THAmRY FrOOn BYRtD,

Renate Offlee Btillding,
Washington, D.C.

DEAR Ait. BYRn: Surely there is a way for the United States to obtain revenue
without penaltiing the widows and fatherless. There are a great many older
citizens living In our land who must depend upon a meager Income for the neces-
sitles of life. The proposed plan to withidli tax on Interest at the source, which
would affect ninny who no longer earn a taxable income, would certainly work a
hardship on them even though they would be entitled to a refund a year later.

Why add to the burdens of mni and women who are already the victims of an
lInflationary cycle in an effort to reach those who fail to list taxable interest?
Would it not be far better to require all Institutions paying Interest to file with
the Bureau of Internal Revenue all naies of those to wlhon Interest is paid?
If suitable penalties were exacted for the failure to list taxable interest, this fact
alone would correct the situation for fear of detection. Also, when properly
worked out, such a method would he far less expeilve to admnifister.

This procedure would exempt from further harassment the widows and father-
less in our midst who are flinitng it increasingly difficult to make ends meet.
Many In this class would not know how to proceed to stcure refunds for unwar-
ranted assessments against their small Incomes. The divine injunction is: "Ye
shall not afflict any widow, or fatherless child. If thou afflict them in any wise,
and they cry at all unto Me, I will surely hear their cry; and My wrath shall wax
hot" (Fxodus 22: 22-24).

The United States cannot affo td to be a party to such Injustice.
Yours sincerely,

HOWARD B. RAND, Editor.

RIIXLAND, WAsIL, March 23, 1962.
Re proposed 20-percent withholding on certain type of income for Federal in-

come tax purposes.
lion. CATTIPrTNE. MAY.
House of Representa lives,
1V7ashirt ngtmn D.C.

DEAR MRS. MAY: I wish to draw your attention tothe fact, that, If such a plan
is adopted, there woitld be a considerable sum (for me) of money which the
Government would receive froth me In overpayments which I would never get
back. I mean hJust that. My estate would probably get It but I would not get it.

I have gone to the trouble tO set up several cases to illuttrate. My calculations
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are enclosed. At my age, 77, I believe you will clearly understand the possible
Injustice Involved.

If you do not wish to take the time to examine my figures carefully I hope
you will submit them to someone who can advise you as to the merits of the
points I raise.

Yours very truly,
RODEIRT W. FRENCH.

A discussion of the proposed new 20-percent withholding provisions for pay-
ment of Federal Income tax in the case in which the withholding is consistently
more than the tax and refund actually reaches the taxpayer several months
after the close of the tax year:

This discussion applies to my own case. I am 77 years old. My tax runs
about $150 for a normal year or at the rate of $12.50 a month. If I understand
the proposed plan correctly $576 of my Income would be withheld in a year or
at the rate of $48 a month. To simplify the figures let us say $48.50 a month.

Actually withheld each month -------------------------------- $48.50
of my $150 tax would be $12.50 or the Ideal amount to withhold to

take care of tax, If withheld monthly -------------------------- 12.50

Overpayment each months $48.50-$12.50 ------------------ 30.00

To see how this would work out in my case, begin with January 1003 and
assume that the overpaymenlts claimed on return made in April 1964 were
actually made 0 months later or October 1964.

First let us consider a matter of Inconvenience to taxpayer. In January 1963,
through withholding I would have overpaid $30. This would be returned to me
in October 1904 or 21 months later. In February 1903 I would overpay another
$36 which wotild be returned to me 20 months later. The March 1963 over-
payment would be retitined to me 19 months later, etc.

IMPORTANT

More important are the results shown in cases A, B, and C below.

Case A

By October 1904 or 21 months after January 1, 1068, the overpayments
would be 21 6 . ----------------------------------------- $756

Refund to taxpayer In October 1064 for 1003 would be 12X36 ----------- 432

Balance due taxpayer for overpayments but still unpaid after refund
of October 1904 would be $750-$432 ----------------------- 324

By October 1905 there would be 12 more overpayients of $86 each, or
12X30 -------------------------------------------------- 432

Total overpayments made by taxpayer and not refunded to taxpayer
before reflind of October 1005 wotld be $324+$432 ------------ 756

Refund to taxpayer October 1005 for tax year 1004 woild be 12X30 ------- 432

Balance still due taxpayer for overpayment of taxes after refund of
October 1905 would be $750-$432 ------------------------ 824

And so on year after year. In other words, refunds would always be 9 mouths
behind during which tine 9X$30=$824 if overpayments would have accuttlu.
late.

To state it another way the taxpayer would overpay $324 at the start of the
plan which lie never would get back.

Inherent In the situation described In case A above Is the fact thAt the tAxpyer
would never get back the overpayments for the number of months elapsing be-
tween the end of the tfx year and the date on which he received his reftund for
that tax year.
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('ase, B

If refunds for overpamltil t were madel(l promtl)ly at the close of eli(,h 3-11oitli h
perlod the following comments would apply. I will. agalli assume on overpay-
meit of $31 it nlollth.

$36 due me oii .Jaltitry I would reach atle 3 mouths later.
$36 title me oil Februitry I would reach Ime 2 molntlit Intel,.
$36 (tue tue on March 1 would reach ine 1 month later.
It other words $432 of utly antlnal Income would reach im, on it quarterly hIsks

and lit arrears Instead of ott a nmonthtly Ilqls. IlI my case this would I(he a letlilte
Inconvenience.

Fuirthernmore, iit the end there wohid be up to $10, I would ever get.

(ase (

Also, If : mohlis overlpyient of taxes were refunded to me 1 month f141,
the close of the 3-month period, 1 month's overpayment or $30 would never reach
lie Its) pointed out in case A.

Los A xN*illt.s ('I.\MIIEI oF C'oIM.\IEttE,
Lom . fl,'h'.X. . )Pil 2. 11162.

lion. IAItRY Fl.oon Byin),Ch'lairman, Setnate Plac Committee,

Washington, D.C.
(GxTLE.-ME : \NVWe ask your consideration of the views of the Los Angeles Calik.

ber of Uomierce ott the proposal Inclled in the cul'rellt tax legislation provid-
ing fort a lax wvlthltOlditig system for licoein from interest and dlvIdetls.

W e believe thlis feature would tneroase the complexity of our income tax sys-
tent which is already overcomplicated and confusing. It would hike the cost of
tax administration and Itpose a heavy burden on those paying Interest and
dividends as well as those receiving them. It appears to be purely a convenience
for the Government and a costly Inconvenience not only for taxpayers but for
hundreds of thousands of people on wholi the Government has no claim for
takes.

Many exceedingly serious problems are Inherent itI tle withholding platn.
Hundreds of thousands of the Natil~is stockholders are 05 years of age or older.
a substantial portion of whom are removed from tax liability because of their
atigmented personal exemption. While last-minute changes on tile House side
provided that persons who expect no tax liability could fle exemption certificates,
the burden of filing such certificates or of applying for refunds would be on the
taxpayer who night or might iot be familiar with the withholldiig practice. Mil-
lions of dollars which otherwise would be paid to their rightful owners would be
retained by the Government by default under such a plan. The complications
whleh would beset Investment companies (mutual funitis) would he enorimlous.
Thousmitilds of taxpayers would suffer loss of earnings from the Investment of
their own funds.

We appreciate the diffieultles Involved in efforts to "iihprove" the tax system
and of tmnking sure that all taxable income Is reported. As to the withholding
feature, It seems obvious that the disadvantages w6uld clearly outweigh the
advantages. Stepped-up efforts toward voluntary compliance are helping to
narrow the revenue gap which the O(verfinent is attempting to close. And with
the wizardry of autofnlntic data processing, other mean. should be devised to
seek out the offenders.

Respectfully submitted. H'AlOwn W. WRIOIIT, (Jeiteivl Manaf7'r.

-10). llAnY FP1,01) 13Ml), NEW YORK, N.Y., April 9, 1962.
U.S. IRet Fr.

Wash 1 ton, D.C.:
In behalf.of 225.00O Investors with an average investment of $2,400 you ar-e

Urged to vote against the bill to withhold taxes on dividends and Interest as it
would be impractical and a hardship on the large number of small savers find
Investors in the United States.

H. J. Sxoxsom, Jr.,
Chairman and President, National Seourities & Researoh Cor).
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1IIIST FEI)EIH.I.I SAVING., & LOAN ASSOCIATION,
xtat.1J)oro, (Mi., April 11, 1962.

SellltOr HARRY F. I1Yll),
lIl'ashitlton, D.C.

DRAH SENATOR BIYRD: I a111 enR(losing a copy of a resolution adopted by our
board of directors (it their regotlar monthly meeting Friday, April 6, 1$H2.

As ,ha irnian of the Senoite Finance Committee, we rge you to give nch
thought and (he coiisideration to the overall stiittU1re or this legislation pro-
posed amid. of course, we are vitally concerned with that portion of the bill which
affects the ninny thrift Institutions in the Nation. I believe that the 12 percent
reserve now authorized is the ninhlimun that It should be, while on the other
hand, I think that 15 percent would not be excessive.

That portion of the proposed legislation det lng with withholding of dividends
and Interest not only affects thrift Institutions of our type, but all stock coin-
pimilles, Ninks. and1(1 other instilttilons paying dividends or Interest, and it Is ny
personal oplIlliol that 1is legislation Is most uncalled for and uilecessary alnd
hilat the additional expense of ii(mllisterinig will be excessive for the small

amount gained, aside from the fact that it (toes not appear to be failr that the
ma111ny business Institutions of the Nation should be drafted as (loverniment
agents to collect Iln(,oe taxes. I realize, of course, that some will say, "Well,
we have to withhold front payroll," which Is true, but withholding from payrolls
is a nore or less uniforni proposition ian does not fluctua11te like interest and
dividend oil the many accounts.

I realize Hint for ie to go into detail) expltliling my views would be too
lengthy a letter for you to take the time to read as busy as you are in your
('apaelty its chalrniran of the Fliliance Commiinttee; therefore, I reslectftlly request,
If It is possible for you to do so, that you use your Influence to defeat that lor-
tion of the legislation dealing with withholding of dIvidends and interest, as It
will work aui extrenie hardship not. only on the businesses required to withlild
the fiiids but on those that will not be liable for the tax and will have to spend
time and effort trying to get It relimbursed.

Respectfully,
JA.IES B1. AvpRTr.

Whereas we feel that I1.R. 10650 ilS approved by the House Is unfair to the
ii1i11y savers aild homeowners in the Nation ; and

Whereat; this legislation tendg to penalize thrift; aid
Whereas we feel that our reserve should be not only 12 percent, but increased

to 15 percent before we should be required to piy Income tax In order that we
have nnple reserve to Drotect our investors; and

Whereas the withholdig of dividends and lliterest Is most utreasoinble and
uncalled for and will result li minch confusion and hardships on Imth the In-
dividtifil tihvestor and flie payor and ftuther results i our leconiing a compulsory
Federal agent for the purpose of collecting faxes, which will put us In ani un-
pleasnant relationship with our ivestors liHd will, iln oitr opinion, be dilsastrolus
to our lititIiess: Now therefore, be It

R.oh'cd, That the lord of Directors of tile Fist Federal Savings and Loan
Association of Statesboro, Statteslioro, Oin., conipos.ed of L. M. Dlurden, Charles
1. Robbils, Sr., Jack N. Aveitt, H. P. Jones, Jr., Geo. M. Johnston, James B.

Averitt, H. Z. Snith, Jr., L. B. Ty.Qon, and H. Z. Smith, Sr., go oil record as
vigorously opposing this legislation with specific emphasis oil the withholding
featUre of the bill as being tile nost unreasonable and tnilecessary legislation
ever proposed, aiid that a copy of this resolution he sent to Senator Harry F.
iiyrd, Chdilliinn of the Senate Finance Coiflittee, and to Senator Herman H.
Tntila'dge, of-Georgin, a member of the Finance Coiilttee, both with a cover-
Ilg letter urging theill it) se their ilfllice to defeat the withholding feature
of the bill aild that a coly be furnished each of the other ilneilibers of the Senate
F1iifi Comiit-tee as follows: Robert S. Kerr, Okliaihiiiit : John .1. Wllltiillis,
Dilawnre ; Russell B. Long, Lounisfllt: Frank Carllson, Kansas; Wallace P.
lBeniett, iUtah (eor'ge A. Snnthers, Florida , Clinton P. Anderson, New Mexico;
PAul H. Dou1glas, 111iis J1oh1 Marshall Btlei, Marylaind: Albert (lore, Tennes-
see; Eugene J. McCiiihiy, Mllinesota ; Carl T. ('lrthis, Nebraka : Thruston 11.
Morton, Kentucky : Vaivce Tlartke, Indidaia ; .1. W. Fitiilight, Arkthiwiis.
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THpE PRiNCnvILLE CANNING Co.,
Prlncc rllle, IIl, April 9, 1962.

0Ion. hARRY P. BYRD,
,Senate O/lee Iulhldng,
IIflt.9 ington., D.C.

I)'Aa SE.NATOR BYRD: I must ask your support of the omnilbus bill, Hit. 10050.
We annually spend two and three times our yearly depreciation of capital

Items and r feel the administration's 8 percent credit would help us and other
small i 1sinesses like111 ourselves to acquire additionlal (a)ital equipment designed
to let us operate more efficiently.

T also feel that the measure to withhold Income tax at the source on Interest
aill( dividends would be desirable. I can't help hut believe that a good share
of tills Income now goes tax free and this measure would make this Income as
readily taxable an. all other Ineolne.

Business expenses and business gifts are usually overdone.
Capital gains taxation Is desirable but can be an unfair advantage and It Is my

mnderstanding thls bill proposes to tax sonie Income previously or presently
allowed as long-term capital gains as ordtinry Income and, front what I know of
this provision of the bill, I woflid as.suime this measure wolld be lesIrable, too.

I am it lifelong Rel)iblei, a businessman, and have taken advantage of tile
present 0'apital gains savinHgs avaIlnble under the Internal Revenue Code. Thank
you.

Very truly yours,
ROIF, RT H. TRUITT.

FIRST FEDERAL SAVINGS AND LOAN ASSOrATION OF (REENE COUNTY,
lVaynewburg, 1t., April 5, 1962.

lion. HARRY FLOOD BYRD,
U.S. Senate,
lVa.h lInton, D.C.

DVAR SENATOR BYRD: We write to tirge with all possible enphsits that the
Senate elilihate interest andi dividend withholding provisions frm the proposed
Reveuile Act of 1902 and to urge Instead that the act be amended to provide for
broader use of Information returns such as form 1099. It Is our considered
judgmnent tHnt the use of such information returns at a much lower level, such
as $10 to $50 Instead of the present $600, will prove almost as effective as the
proposed withholding provision. Suoh an amendment will save a great deal of
time, expense, and embarrassment for paying corporations, small savers, and
the Trensury. The overall cost of carrying out tle withholding provisions of
the House bill might well offset any revenue advantage because of Increased
operating expenses all along the line, and any minor differences in reverie will
be quickly eliminated through the use of data processing equipment now being
Installed by the Internal Revenue Service.

We do not believe that opposition to the withholdihig provisions of the bill is
based on any desire to avoid, or help avoid, taxes: rather it is based on the
opinion that It is Impractical, Unrealistic, and an unnecessary nuisance, and that
It should niot be Inflicted on the pflblic when Aln alternative which will avoid wide-
spread resentment is available. We therefore urge you to support the effort to
eliniinnte the withholding provisions from the proposed RevenUe Act of 1902.

Very trily yolrs,
IltrTAnn Th IIAILY, P1r01(100t.

T1111, BOWEIY SAVINos BANK,
Nriw York, N.Y., April 4, 1962.

1-in. HARRY FoI.ol) Tivli,
('huarman, Re('?Ito ,ithace Committee,
lVagh i inton., D.C.
DRAR SPNAToR: I am taking tie liberty of writing to you concernnlag the

wilthlllding provisions of Owbe tax bill (H.R, 10f.3). witch Is now before the
Senate Finabee Committee for hearings. I do this because I sincerely believe
tilt the passage of tlls withliildting legislation could be extremely damaging
to the thrift lndlustry of this eifltry and imy severely Impair the ability of
that Indutl.ry to provide the necessary capital ftilds for the flthire growth
of 01i' etolloniy.
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I can well appreciate the concern of the Government that all taxes due it
should be collected. We, and liany of our depositors, seriously question, how-
ever, the proposed method of collection of taxes on interest and dividends. For
several years, this Institution and, in fact, most thrift institutions have, at the
request of the Treasury Department, engaged in a program of public education
toncerliig the reporting of dlividel(is aIn 1illterest credited . 'i'lo (iiIltlllilltllotl
of this program, together with the reporting of divideids by account number
which will he possible in a few years when the Treasury has adequate equip-
mIleit to handle such reporting, wouhl spain to Als to lie tile proper wily to solve
the problem of underreporting to tile extent that such mnderreporting exists.

The' anioulit of hardship that will be visited uion tile lders of l hnft iceolifts
by withholding is, of course, impossilble to estimate. The possibilities of hard-
ship are great. The mail which I have received from older depositors shile
tie passage by the House of this 1)111 Indicates thilt this is illore than a1 possibility.
A recent analysis of the acco its III this aillk has revealed the very startling
fiket that approximately 100,000 of our depositors tile (15 years of age or older.
It is to be exiweted that iny of these depositors ilre livilig solely uploll social
.security and savings. SMIne social seelfrity paymelnts ai'e tax exempt, it is
likely that I 111lnllly eases, after normal exeml)tlons aind the special exemption
for persons 05 years of age or older, many of these people are not subject to
the Federal Income tax. It is equliily likely that for many of these people
every peliny of their divilends and interest is of crtuia1f ill portin.e to them.
.Just today I received two letters from depositors 1in their midseveittles. These
depositors demonstrated it very decided ilisumderstflding of tile proposed law,
although It has been very simply described in currentt artleiles lit the newslpaers.
I (.an1 well imagine that wlen they are told tlt. they must, if they are unlikely
to have a not taxable income, file certificates of exe mptionOr, i the alternttive,
seek refunds each quarter, their (Otlftlosh will be complete. Delays in the
realization of income weree refunds are involved) and confusionl with respect
to exemption (eo)tiflcates should not, III my opilnioll, be visited upon tile mlany
dlepositdrs of advated age, who lack soplhisticatio in tlis regard, unless it is
absolutely necessary. It would seem that in view of the plans of the Treasury
for ti(eotuht nmlbering, whilv lais should collie 1into effect lit a very short time,
there Is no iminelent necessity.

There are many other valid arguments against withholding, with which I
am sure you are already famillifar as a result of presentatiolns by the v'aplous
trade organizations, ete. I can well appreciate the enormous amount of cor-
resmonldeneo tit yoll and others in the Senate have all'e'ldy reeeiwedl with
respect to this withlholditig problem, and I would )lot wlsh to add( to your
burdens by repitition of such arguments. I did thiik, however, that you would
he Interested iII knowing the very heavy concentration of savitgs accounts
held by elderly people. This bank has about 400,000 doepnsitors: accordlilgly,
about 25 percent of all of otur depnsitors ai'e iitlividill Ils of (5 years or older,
As best we can ascertain, our age distsilbution Is conluparnble to the age dlstrlbU-
tion of depositors in other New York Sthte savings banks,. I would hope that
the problems which nlght be created for this important segment of olr polmla-
tion would be weighed heavily and that the withholdlllng legislation woull lnot
become a part of our, tax law.

Sincerely,
Momits D. CIiAWFOD, Jr.

SUPPLEMENTAL STATEMENT ON SECTION 19 OF H.R. 10650 SUBMITTED BY TI,
AMEIIICAN BANimE, s AsSOCIATION

Tie American Bankers Association is in complete accord with the objectives
of the Treasury to obtain full Iaylitent of all taxes that tre legally due and owing,
and, in particular, to see that taxable dividends and interest are fully reported
on Federal income tax returns.

The bafhks of this country do not condone the failure by any individual or
business to report all taxable income and to pay the taxes that are due thereon,
whether such failure was intentional or was brought about through inadvertence,
carelessness, or Ignorance. The Government needs to collect every dollar owed
to it and it is the responsibility of every citizen to report all taxable income.

As evidence of this position, the American Blankers Associatibn and the great
majority of banks have cooperated fully during the last 3 years with the educa-
tionfll program of the Treasury in bringing to the attention of the public the
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rdiligatlion to report on Income tax returns all dividends and Interest whellu'r
received or credited. Banks have participated lit newspaper advertisements and
other prograins In other Infornrational media to bring this message to the public
and have also sent these notices of tax obligation directly to their customers.
Moreover, banks report directly to the Treasury all interest payments of $600
per year or more.

.ks further evidence of the spirit of cooperation, representatives of the assocla-
tion have had a number of meetings with representatives of the Treasury Depart.
nent and the Internal Revenue Service to review the various areas of opera.
tional. problems under a withholding system. Commercial banks are working
with the Treasury on the account numbering system, to facilitate the use otf
ele.tronic data processing equipment.

Nevertheless, the American Bankers Association has reached the conclusion
that no practical, workable, withholding system has as yet been proposed which
would not contribute to confusion and irritation on the part of ordinary tax-
payers and which would not Impose unreasonable hardships or inequities upon
retired persons; widows; charitable, educational, and other tax-exempt organiza-
tions; and foreign and local governments on the one hand, nor be unduly burden-
some and costly to banks and other dividend and interest payers on the other.
The present proposal Imposes burdens and hardships in varying degrees on both
sides.

Opposition to withholding by the American Bankers Association Is based on
three major points: (1) The need for withholding has not been satisfactorily
demonstrated: (2) withholding will be burdensome and costly to taxpayers and
financial institutions and, in addition, will have serious repercussions on the
economy; (3) section 19 of H.R. 10050 contains many provisions which unneces-
sarily complicate the withholding procedure. Each of these points Is discussed
below.

I. THEb NEED FOR WITHIHOLDING

Ti primary reasons for the adoption of a withholding system for Interest
and dividends are: (a) substantial underreporting of interest and dividends for
tax l)urposes, and (b) Inability to close an underreporting gap by ordinary
methods of collection and enforcement. It is the contention of the American
11ankers Association that the degree of underreporting Is not so serious as to
warrant imposition of withholding, particularly in view of the fact that work-
able alternatives to withholdinlg are available. Our contention is based upon
live major reasons.

Pirst, that the overwhelming percentage of dividend and Interest Income is
fully reported for tax purposes. The evidence for this statement Is found In the
reports of the Treasury Department. So far as dividend Income is concerned,
the Treasury testified in May of last year that over 90 percent of dividend
income Is presently reported on tax returns. Later, a scientific sample con-
dticted by the Commissioner of Internal Revenue, the final results of which were
furnished to Senator Byrd in August 1961, showed that 95 percent of dividend
income Is presently being reported. We cannot presume to say which of these
two figures is the more correct, although we would observe that the Commis-
sloner's sample results at least raise the question of whether the Treasury's
estimate of the dividend gap-and of the increased revenue to be gained from
withholding-may be overstated by 100 percent (5 percent nonreporting in the
l, tter ease as contrasted with 10 percent In the former). But in any case, it Is

ll)arent that clIIbersome and costly system of withholding is to be imposed on
all dividend reclplents. although 00 to 95 percent of this lnemne is already being
reported.

It i s probable thnt. as the Treasury points out, the Interest-reporting gap Is
somewhat larger. It should be noted that in constructing its estimate the
Treasury included, aIs it should, all interest income, even though much of this
tiine will not be subject to withliditg as, for example, Interest paid on
mnortaoges held by Individhals, which accounts for 18 percent of total Interest
Income. Although we cannot determine the proportion of interest reported In
each category, with respect to overall payments Treasury officials estimated
that about 6.5 percent of interest Income Is presently reported. Also, attention
should he direetod to the fact that the sample survey by the Commissioner of
intprilfl Revenue showed that about 03 percent of interest Included in infoma-
tion doruments-lrgely amounts of more than $600 per year-was being re-
ported on tax returns. Thus, even with respect to Interest the picture is not
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,iIte ats grim as nilght have 'jeen thought and the need for a massive withhold-
Ing system Is therefore open to question.

Second, the educational campaign to make recipients of dividend and interest
income aware of their tax obligations has been underway for only 3 years, and
we can measure the results against the experience of only 1 year's tax returns
i,, nieasure Its results. H9ven so, evidence indicates that Improvement is under-

way. In any event, results from such an educational program are bound to be
,.umulative. We agree with the Treasury and the Commissioner of Internal
Revenue that much of the underreporting, particularly with respect to interest,
is due to ignorance or carelessness. We believe that this type of underreporting
can be overcome by education and constant reminders of the tax obligation.

In this respect it should be noted that certain recipients of dividends and In-
trest may fear that reporting now will subject them to audit of past returns
:,nad possible criminal prosecution or penalties for failure to report in prior
years. As Indicated above, most of the failures to report have been unintentional
fil, inadvertent. Accordingly, if the Treasury were to assure taxpayers who
tiade full disclosure and restitution that they would not be subject to criinnal
lrsecutlon or (ivil penalty (except, of course, in the case of fraud), there
would probably be a marked Increase in the numbers of taxpayers reporting
and in the amounts reported.

Third, use of Information returns In connection with electronic data processing
equipment can le of Immense help In closing the reporting gap. Over the next

several years. we believe tlt It would be possible for the Internal Revenue
Service to make much more effective use of information returns to prevent
inderreporting and failure to report dividends and Interest. Within the next

few years all Income tax operations of the Internal Revenue Service are expected
to l)e carried out on computers. With a workable account numbering system,
Information returns can be programed on the computers. Thus, we believe that
effective enforcement ef reporting of interest and dividends can he achieved
without the necessity of imposing a massive, burdensome. and costly withholding
system on payers of dividends and Interest and financial Institutions.

Treasury officials have commented that the use of computers would not be
it substitute for withholding; In this respect they refer particularly to the
burden of a comprehensive Information return system on payers of interest
aind dividends. Currently, till dividend payments of $10 or more must be re-
ported on Information returns and In fact many dividend payers now report all
dividend payments. Information returns are now required for most interest
payments of $600 or more. It is granted that the continuation of so high a
mitmum would leave a sizable area for possible noncompliance. However, we
tire convinced that once an account numbering system had been in operation
and made applicable to information returns on interest at the present level, some
lowering of the minimum would be much less burdensome to banks and to
other payers of interest than the proposed withholding system.

In support of the contention that the use of a taxpayer numbering system with
electronic data processing would eliminate the need for withholding, we refer
the committee td an article entitled. "Significance of Eilectronic Data Processing
In Income Tax Administration." by Bertrand M. Harding, Deputy Commissioner
of the Internal Revenue Service, ptiblished in the April 1961 issue of Tax
Policy. a publication of Tax Institute, Inc. Mr. Harding has been in charge of
Internal Revenue's conversion to electronic data processing.

On the first page of 'Mr. Harding's article captioned, "An Alternative to
Withholding on Dividends and Interest." e snys:

"ADP opens tip some Uier views involved with the withholding Idea. As
you know, the subject of withhOldtlg on dividends and interest has gotten
quite lively again. Such plans, however, always seem to involve so many serious
problems of equity or administrntloh tlt neither the Treasury nor the Congress
has. yet, been willing to embark on such an adventure. In the meantime, ADP
gives us a tool for a much more effective matching of information documents
(particularly from forms 1009) with tax returns so as to enable us to tighten up
enforcement and thereby reduce very substantilly the gap between dividend
and Interest payments, on the one hand, and the amounts of such Income re-
ported on returns, on the other hand."

The author continues two paragraphs 1te with the statement:
'"One of the Important ehliilfges needed to make the inf10mation system an

effetivc sRtubtit¢te for wlthholding Is to obtdiftn taxnayer account numbers on
all forms 1099 and similar docments." [talic supplied.1
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'Mr. IHarding coneluides this section of his article with the statement:
"With this modification and perhaps with some adjustments In the dollar

level reaulrements for 1099's we believe that we shall have a reasonably effective
system for the use of Information returns and that that system will lessen the
need for dividend and Interest withholding."

While we recognize that this article is based upon a paper delivered In Sop-
tembr 1960 and that the Treasury Is now asking for withholding authority, tie
conclusion that the use of electronic data processing with a numbering system
can be an effective substitute for withholding Is based upon premises which have
not changed.
. Fourth, it is understood that as a part of the program of the Treasury to
increase reporting of dividend anid interest, ani effort has been made to Increase
the number of criminal prosecutilons In particularly flagrant eases of violation.
Some of these cases have been completed and prosecution has been successfful:
however, we believe much more could be done particularly with respect to time
pulblicity given to successful prosecutions, with emphasis on the fact that 1111.
prlsonment can and does result from noncompliance. Widespread publicity of
successful prosecutions In other nonreporting areas has resulted in measurable
Increases in compliance. We see no reason wily similar publicity should not have
tle qane result here.

Fifth, progress has recently been made In revising the Income tax forms and
instrutions to clarify and emphasize tile obligation to report dividends and in.
terest. We suggest thit much additional progress could be made by tie Inclu-
sion of a few simple questions on the form, such as:

Ilave you reported on this return all dividends and Interest whether re-
ceived directly, or credited to your account in a bank, savings and loan asso-
elation, or other Institution?

The Treasury Department has placed great redlance In its withholding pro-
posals on tile principle that tile great niajority of American taxpayers will )not
inake a fraudulent statement and, therefore, the danger of claims for refunds of

inmounts greater than taxes withheld Is not substantial even though receipts
are not required to substantiate claims. Following the same principle, while a
taxpayer may forget or be Ignorant of the need to report dividends and interest,
lie is much less likely to hiake a deliberately untrue answer to (lestions such as
tile above.

I. IMPACT OF WITIIOLDINO

Mandatory withholding of tax on Interest and dividends has serious Implica-
,ions for the Nation, for Individual taxpayers, and for financial institutions.
Several of tile more Imlortant considerations are discussed below. First, how.
ever, It might be helpful to Indicate the magnitude of the problem which would
confront commercial banks under a withholding system.

As of June 15, 1900, according to PDIC tabulationls, there were 52 million regu-
lar savings accounts in commercial banks, the great bulk of which (probably
more than 90 percent) paid Interest. In addition, there were 10 million Christ-
mas club and other club accounts, many of which pay interest. If other ac-
counts, such as certificates of deposit, are included, it is clear that there are well
over 60 million savings and time accounts in commercial banks today, of which
perhaps 55 million pay interest.

For those who are prone to consider interest and dividend withholding as a
relatively minor problem in comparison with wage and salary withholding, it
might be noted that the number of savings and time accounts in commercial banks
alone is not much below the total hfiunber of persons In dur civilian labor force
today. If we added the millions of arccoullts in mutual savings banks, savings
and loan associations, and credit unthns-and even neglecting the dividend side-
It Is apparent that tile proposed wtthholfi lg plan is much more comprehensive
in scope than wage and salary withholding.

It is also significant that the great butlk of savings and time accounts are
quite snmll in amMnt. For example, of the 52 million regular savings accounts
in commllercial banks, it Is estimated thfit 82 million receive less than $12 interest
per year (including some accounts so small as to receive no interest). Thus,
for millis of depositors withholding will be In pennies, and in the many cases
of overwlthholding the Individuals, concerned will probably not know or bother
to recapture the amounts due them.

Withholding on deposit accounts Is only one of the several 'ways In which
section 19 of this bill ivill affect commercial banks. For example, banks will
also be affected with respect to dividends paid to thoir stockholders, dividends
on the stock, and the Interest on obligations of other corporationsfor which they
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act as paying agents, interest coupons on Government and corporate bonds which
are presented to them for collection, redemption of U.S. savings bonds, and the
receipt and distribution of income to trust beneficiaries, religious, charitable,
and educational organizations for whom they act in a fiduciary or custodial
capacity. Thtus, banks would become the major tax collector for the Treasury
under any system imposing a withholding tax on dividends or interest at the
source. They would be blamed along with the Treasury and the Congress for
any hardship or inconvenience caused the dividend and interest recipients against
whom the tax is withheld.

Turning now to the principal difficulties which we anticipate from withhold-
ing, we would direct your attention to the following points.

1. One of the major objectives in tax legislation and administration is to main-
taitn as simple and understandable a tax system as possible so as to permit the
average taxpayer to prepare and compute his own income tax without assistance.
Effective tax administration depends upon general taxpayer cooperation under a
self-assessment system. Increased complications inevitably make it more diffi-
cult for the ordinary taxpayer to participate in the self-assessment procedure.

The withholding plan proposed will create many complications in the report
forms applicable to Individual taxpayers. There would have to be separate
listings for dividends and interest subject to tax withholding and for dividends
and interest exclude(] from withholding. No matter how clear the instructions,
examples, and forms used in explaining the "gross up," it will be misunderstood
by some taxpayers. There are bound to be many errors on tax returns and much
confusion could result. There would also be an increased burden on the Internal
Revenue Service in auditing returns and the processing of millioiis of refund
claims.

2. Withholding could have a seriously adverse effect on the Government sav-
ings bond program. The major reason for this Is the fact that savings bonds
are discount bonds and are promoted largely on the basis that a certain sum
invested now will, in a fixed number of years, permit the holder to redeem the
bond at face value. These bonds were designed to appeallargely to the un-
sophisticated investor and to persons of moderate or low income. No amount of
advertising will repair the adverse effect upon many such individuals when they
find that their $25 bond is redeemed by the bank at $23.75. Many such persons
are likely to turn to alternative savings media for placement of their funds.

3. Withholding will impair the functioning of the Government bond market.
Tax-exempt foreign governments, central babks, domestic government units, and
other tax-exempt organizations which are not liable for Federal income taxes
are likely to be displeased with the loss of revenue which they would otherwise
earn on amounts withheld between the date of payment and refund. This loss
will never be recovered. There will probably be continuing dissatisfaction with
the paperwork and redtape necessary to be followed four times a year in order
to claim refunds for withleld taxes. In this connection, the committee might
want to consider the propriety as well as the legality of taxing States, municipal-
ities, and other local government units, even though such taxes are refunded
within a reasonably short period of time.

4. The administration is carrying out a comprehensive attack on the balance-
of-payments problems of the United States. ,We suggest that to some extent the
proposals for withliling will run counter to the balance-of-payments program.
Withholding will deprive foreign governments and central banks of 20 percent
of their earnings on investments in U.S. Government and corporate obligations.
Even though prompt refund is granted, there will be some loss of income and the
inconvenience of claiming refunds will be a cntiftiing one. Consequently, in-
vestment in dollar chuiis will be relatively less attractive.

5. Finally, section 19 of H.R. 1060 would impose substatital costs and incon-
veniences and create problems of customer relations for banks as well as other
payers of dividends and interest. We remind the committee that the collecting of
taxes for the Gvernment would be in addition to the ntimerous services that
banks are already perform ing for the Government without adequate compensa-
tion. In support of this statement, we refer to a report of the Treasury Depart-
ment of June 15, 1960, entitled "Report on Treasury Tax and Loan Accounts,
Services Rendered by Banks for the Federal Government, and Other Related
Matters." On page 3 of that report the Treasury listed among the more im-
portant services rendered by bafiks the following: issuing savings bonds, cashing
savings bonds, handling subscriptions to Government securities, handling ma-
tured Goveriment notes, bonds, etc., handling matured coupons on Government
bonds, cashing Government checks, handling depository receipts, and reporting
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large or unusual currency transactions. That report concluded that for the year
under study, 1958, the estimated expenses incurred by banks in rendering services
for the Federal Government exceeded the estimated earnings from Treasury
tax and loan accounts by over $5 million. Expenses which would result front
withholding, which we will now discuss, would significantly increase this figure.

To describe the operating problems which withholding would entail for banks,
It Is necessary to describe some aspects of bank operations in detail. It is only
in this way that your committee can be fully acquainted with the massive impact
of withholding. This discussion will demonstrate that withholding is far from
a simple matter.

SavingR accounts.--Tle magnitude of the task in the case of withholding on
savings and time accounts has already been mentioned. In this connection, the
following points should be considered: (a) Many banks--as a matter of customer
relations-will be compelled to follow the costly and time-consuming procedure
of notifying depositors of amounts withheld, despite the fact that one of the
alleged "advantages" of the plan proposed Is that there will be no statutory
reqttirement for such notification; (b) banks will have to devote considerable
time to explaining the "gross up" system to their depositors; and (c) record-
keeping with respect to exemption certificates will be almost Insurmountable
under the present plan and banks will be continuously filing new certificates.
canceling old certificates, and attempting to keep track of customers who have
forgotten to file their annual certificates-customers who doubtless will blame
the banks if withholding is suddenly applied to them. Perhaps the best way
of illustrating these problems from the point of view of the individual bank
Is to cite the following passage from the testimony of an officer of a large bank
before the Committee on Ways and Means:

"In my bank withholding on interest payments will create particularly diffl.
cult operating problems. All of our banking is conducted under one roof as
we have no branches. This requires particular attention to efficient operation
at our teller windows in order to handle the large volume of transactions. On
Monday, January 4, 1960, we processed 30,407 transactions of which 6,500 were
interest entries. On any interest payment or tax payment date, we will receive
numerous questions about the reason for reduction in amounts paid because of
withholding or about the entry of interest on tax returns or a claim for refund.
Therefore, our regular banking operations might well be brought to a standstill.
Accordingly, my bank feels that it may be essential if withholding Is adopted
for us to attempt, difficult as it may be, to give notice to each of our savings
depositors of the gross amount of Interest credited, the amount of withholding
tax deducted, and the net amount credited to the depositor. In any event, if
our depositors upon presentation of their passbook requested entry of all three
items, we would feel obliged as a matter of customer relations to comply. The
Increase in costs, time spent, and loss of customer good will because of delays
appears to us to be a most serious matter."

.Trust.-Some 8,000 banks In the country have trust powers and handle ap-
proximately 1 million trusts, providing services for many millions of individual
beneficiaries. The beneficiaries of most of these trusts are individuals, widows,
children. or other dependents, young and old. Many trust departments also pro-
vide services for corporate pension, profit sharing, and welfare trusts, and for
charitable foundations and other tax-exempt entities.

With respect to trusts, the first matter to emphasize is the loss of income which
would follow from withholding for profit-sharing and pension trusts. The same
hardship would be experienced by all tax-exempt entities such as churches, col-
leges, charitable organizations.

As of the end of the calendar year 1960, according to figures taken from the
report of the Securities and Exchange Commission, there were about $30 billion
of assets subject to the withholding proposal In trust funds for employee benefit
plans. H.R. 10650 specifically excludes trust funds from claiming exemption
certificates for dividend income, corporate bond interest, or for interest from
most Government.obligations-yet almost all of the income of these funds comes
from such sources.

The 1060 average earning rate on such funds amounted, to 8.64 percent and re-
sulted in income available for immediate reinvestment of more than $1 billion.
if a 20 percent withholding rate were applied to this amount on an annutil basis,
about $54 million of income of pension trusts would be sterilized per quarter.
Thus, under a withholding program without exemptions for the tvpes of Invest-
ment listed, there wotild be a permanent loss to pension trusts of the earnings on
the amounts withheld between the times of withholding and the #iates of refunds.
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A further reduction it earning power would result fromn the loss of the compld-
Ing effect of interest that would otherwise have been earned on the sterilized
funds. Pension trusts and all other organizations, while the Congress for valid
reasons has determined should not N, subject to Federal Income tax, would be
forced to make what in effect is almost a permanent interest-free loan to the
Government.

The proposal for recoupment of taxes withheld on dividends and interest by
offset against amounts withheld for income and social security taxes could not
be applicable to tax-exempt trusts held by banks. In every bank, trust accounts
must be maintained separate from each other and from the accounts of the com-
mercial operations of the bank.

Although the provision for quarterly refunds to nontaxable individuals and
tax-exempt org.-inizotions wIhtlich cannot recoup over withholding by offset or file
exemption certificates is intended to be helpful, it will, if adopted, greatly com-
plicate trust operations. If a beneficiary is not subject to tax, be will need In-
formation on the amount of dividends and interest subject to withholding and
the "gross up" of his claim for refrinl on a quarterly basis. In order to provide
this information to such individuals, who will often constitute a sizable percent-
age of trust departments' beneficiaries, bank trust departments may find it
necessary to convert their reporting to a quarterly basis and to allocate fees and
other charges by the quarter. This could quadruple much of the paperwork
for reports.

In the past trust departments have seldom been able to match their fees with
cost Increases. It would be most unlikely that the typical trust department would
be able to pass on more than a small amount of such additional costs to trust
beneficiaries.

This Is only one part of the increase in recordkeeping and income tax compu-
tations which would be required in trust operations. Under the Treasury pro-
posal, trustees would be responsible for computing the "gross up" and allocating
the withheld tax to each beneficiary and the corpus of the trust in accordance
with the terms of the trust instrument. This alone will be a tremendous burden
at taxpaymnent time. When we contemplate the complications of gross and net
dividends, the "gross up," the claim for tax credit, and the possibility of quarterly
refund chlins, even the clearest possible Government instructions to beneficiaries
will not prevent bank trust departments from being overrun by beneficiaries with
problems in preparing their tax returns.

One New Egland bank has estimated that refund claims would have to be
filed for 25 to 50 percent of its trust beneilciaries who would have no tax liability
or who would be subject to overwithholdtng because of the 20-percent retention.

It is also felt that trust departments will be unable to handle the additional
work with present staffs.

Another special problem in trust departments is the handling of nokninee ac-
counits. At the present time, trust department nominee accounts hold stock for
the accounts of many kinds of shareholders, individuals, tax-exempt organiza-
tiolts, and aliens.

Most of the operating problems already discussed with respect to both interest
and dividends will he encountered by banks acting in a custodifal capacity. In
addition, a limited group of the banks in New York, Boston, and Philadelplia
now act as withholding agents for tax on income collected for nonresident arens
holding securities registered in nominee names. While specific statistics are not
available, It is possible that investments of nonresident aliens held by custodians
registered in nominee names may amount to more than double the amount repre-
sented by certificates registered directly in nonresident alien names. Under the
bill as presently constituted, tax would be held In excess of liability In all cases
Involving residents of tax treaty countries. All of the difficulties attendant on
obtaining refunds for resident and exempt organizations as previously discussed
would be present in the case of aliens to an even greater degree, because they
are actstomed by years of experience to having their tax liability satisfied by
withholding at the source. In the case of those whose investments are held by
custodians, past experience makes it all too clear that in many cases the onus
of responsibility for their predicament will be placed on the custodian banks.
in addition, the banks will be flooded with requests for statements to be used

ti support of refund claims.
Interest coupons.-Interestbearing coupons are clipped by their owners and

cashed or deposited at a bank. This bank, which may be any one of the ap-
proximately 23,000 banking offices in this country, is responsible for verifying
and totaling the coupons and must then obtain reimbursement through banking
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channels (either from a correspondent bank or a Federal Reserve bank). The
intermediary bank will credit the account of the first bank, again verify and
total the amount it has received, and forward the coupons to the paying agent
of the issuer of the obligation. In some instances several intermediary banks
will be involved. In the majority of cases a bank will also act as paying agent
for the corporate obligations. If a bank is a paying agent, it receives the total
amount of interest due from the corporation and is responsible for payment of
the coupons and final accounting to the corporation.

What would be the effect of withholding on these operations? To begin with,
there would be a very serious problem in the processing of coupons. As Indi-
cated above, experience demonstrates that it is best to verify and total the
amount of interest coupons handled at each stage of the transactions. All of
the bank tellers handling coupons, all transit clerks and employees of the saying g
agent will have to be trained to handle these coupons at 80 percent of face value.
Thus, the probability of error at one of the many stages in the handling of con-
Ions would be greatly increased. Each person handling coupons will have to be
furnished with a table showing amount.; ranging from a few cents to many dol-
lans in order to readily determine 80 percent of all coupons of every possible
value. This cannot be a one-page table or a simple pamphlet because coupons
are not always issued in even units, but may well be odd amounts such as $1.81,
$10.33, or $22.68. Accordingly, this conversion table, if prepared, will be bulky
and awkward to use.

Banks will probably request depositors to list coupons on tax-exempt obliga-
tions separately. Of course, there will be some uncertainty as to whether certain
obligations, such as those which have been assumed by a State or municipal
government, are tax exempt. Moreover, the depositors will be asked to list all
taxable obligations at face amount and at 80 percent of face and total each set of
figures. The time required of tellers and bank officers as well to try to explain
to depositors what is needed will undoubtedly delay service at tellers' windows
and irritate customers. In ninny cases tellers will find that they will have to
prepare the lists themselves or will have to call upon an officer for assistance.
In any event, such lists will have to be verified or rechecked before transmittal
to the correspondent bank. It has been said that withholding will require "some
explaining by patient bank executives." This is clearly an understatement.
Taxpayer confusion will Inevitably result regardless of the amount of patient
explanation.

The difficulties In separation, verification, and totaling of Interest coupons will
continue through all Intermediary banks. Any adjustments or corrections of
errors will, of course, have to flow back through the whole chain of intermediary
banks to the point where the error occurred.

Thus far we have discussed only the handling of interest coupons. Banks,
brokers. and the investing public also will need to be educated to make the eusto-
mary adjustments on accrued interest at the time of the sale of a corporate bond
in coupon form at 80 percent of face. The disruption in the investment market
and the confusion which will contiflie could be most damaging to investor
psychology. It is apparent that adjusting market practices and private Investor
habits to transactions at 80 percent of accrued interest will be most difficult.

Dividend paying agents.-The work of banks acting as dividend paying agents
will be complicated in several ways. Some corporations as a matter of customer
relations will insist that the stockholder be informed as to the gross dividend,
the amount of withholding tax, and the net dividend paid. Some dividend payers
may find that there is no room for this additional information on the equipment
they are using. In such cases there will be a subtntifil cost of redesirtine
their equipment and changing their methods of operation. Where a dividend
Is pald portly from Income and partly from capital, the Treasury proposes not to
withhold on the capital distribution portion of the dividend. In many cases,
particularly in the utility field, when such dividends are paid the proportions
which represent capital and regular dividend are determined later after con-
sultntion with the Internil Revenue Service. In this situation there wonld be
overwithhlding if 20 percent of the full amount were remitted to the Treasury.

The Treasury proposes to withhold against distributions of dividends In kind.
Some corporations make a practice of dividend distributions of the stock of
another corporation. It would be very complicated and difficult to attempt to
obtain the cash amoufit of withholding from the stockholder in advance of dis-
tribution. If 20 percent of the stock issue were withheld, there wouid le no
assurance that the value realized upon sale would be equivalent to the value of
the stock on the date of dividend distribution.
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In summary, the withholding system proposed In section 1i of H.R. 10650

is far more complex and cumbersome than may appear to be the case upon first
consideration. Indeed, there is serious question as to whether the system is
workable. In this connection it may be significant to note that the Canadian
Government experimented with withholding on interest and dividends and within
less than 4 years discarded this collection device as unsatisfactory. A 7-percent
tax withheld at the source on dividends and interest was imposed September 1,
1942, and repealed December 81, 1945. At the time the tax was repealed, the
Minister of Finance stated that the tax was not generating sufficient funds, was
confusing to taxpayers, and created too many clerical problems for the Govern-
ment. It is not impossible that a similar end is in store for section 10 shQuld
it be enacted into law.

111. RECOMMENDED AMENDMENTS

It should be clear from the foregoing that a workable and practical system for
interest and dividend withholding has not yet been devised. Nevertheless, if
H.R. 10050 is to be enacted, several changes could be made which will to some
extent lighten the burdens withholding would place upon banks and upon the
public. Accordingly, the following amendments to section 19 are recommended:

1. That section 8488(a) (2) and (3) be amended to provide that exemption
certificates filed by individuals can be relied upon by the payers of dividends or
interest until revoked by the individual or organization.

Although necessary to remove inequities in the withholding system, exemption
certificates nevertheless complicate the task from the standpoint of payers of
interest or dividends. The burden will be magnified many times if, in addition,
such certificates must be filed annually, as presently provided in the bill.

As noted earlier, annual ailing of exemption certificates will pose particular
difficulties for banks. In addition to the added costs, there will be serious
customer relations problems.

It is reasonable to assume that most individuals, who would file certificates
would be those for whom no substantial change in income can be anticipated.
The revenue loss to the Treasury from those individuals who permit exemption
certificates to remain outstanding even after their tax status has changed should
be slight. There is always an opportunity to devise methods of detecting and
reminding such individuals of their obligations.

In this connection, it should be pointed out that exemption certificates filed
under wage withholding are permitted to stand until changed by the taxpayer.
We see no reason why the same principle should not apply in the case of dividend
and interest withholding.

2. That section 8483(a) (8) be amended to provide that tax-exempt organilza-
tions may file exemption certificates for the same types of interest and dividend
income as are available to individuals. As presently worded, this section permits
such organizations to file certificates only for interest or dividends on savings
accounts and on savings bonds.

This amendment is suggested for reasons of equity. We see no Justification
for discrimination against charities, colleges, pension and profit sharing plans,
and other tax-exempt organizations.

3. That section 3488(a) (9) be amended to provide that exemption from with-
holding is made available to nontaxable organizations and individuals holding
investintnts through the medium of a trust:

As presently worded, exemption certificates will not be available to non-
taxable trust bneficlarles. This will cause severe hardship in the case of those
trust beneficiaries dependent Upon modest incomes from small trusts. In addi-
tion, it will discourage the maintenance or creation of trust relationships.

The argument against providing exemption certificates in these cases is the
difficulty of matching trust beneficiaries with dividend or interest payers in
view of the intervening agency of a trust. To overcome this objection it is
further recommended that the trustee be authorized to file an exemption certifl-
cate for each type of dividend or interest for which certificates are available, and
that the trustee then be authorized to act as wlthhbld hg agent, empowered to
withhold and remit to the Government the withheld amounts with respect to
sums payable to taxable beneficiaries but to provide for full exemption for iton.
taxable or tax-exempt benefldiftries.

4. The provision that the withholding agent may retain withheld funds until
the end of the first month after the calendar quarter in which the withholding
takes place will by no means approach. adequate compensation for the additional
expenses of withhAlitig. Provision should be made for adequate compensation
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of withholding agents for the additional expenses arising from the new Wilb.
holding requirements.

In this connection, it should be remembered that the costs of withholding will
be inequitably distributed among the commercial banks. Particularly hard hit
will be the commercial banks which do a large saving deposit business, a eharaw-
teristic of thousands of small country banks. These banks will not only be
saddled with the task of withholding on millions of savings accounts, but they
will be deprived of the use of the amounts withheld for a major portion of each
year. While it is true that these sums will remain somewhere within tile com-
mercial banking system, withholding will nevertheless result i a redistribution
of a portion of the Nation's deposits to the detriment of those banks specializing
it a(cepting savings deposits.

5. Een if all the changes recommended above were adopted, conversion of
o)perations to a withholding system would be coml)ifleated, difficult, and time-
consuming for commercial banks. In many cases, equipment would have to
be altered or replaced in order to handle withholding. It is essential that a
reasonable time be afforded payers of interest and dividends before withholding
becomes effective. We urge, therefore, that if this legislation must be enacted,
tih( effective date of this section should be made at least 1 year after final
enactment.

6. One of the most significant changes which can be made in H.R. 10650 to
remove some of the difficulties referred to above would be an amendment to
exclude from withholding interest payable on governmental and commercial
marketable securities.

We have serious doubt whether adequate consideration has been given to the
problems (some of which we have commented on above) that will arise if with-
holding Is applied to marketable securities. The magnitude and complexity of
operations in marketable securities are not readily understood by most persons
not closely indentifled with such operations, and considerable confusion and
disruption to ordinary markets could result from withholding inI this area. This
in turn could result in additional interest costs to the Government and com-
mercial borrowers. The fact that the Ways and Means Committee and the
Treasury were unable to devise a means of applying exemption certificates to
bond COU)olns is a further indication of the complexity of withholding on market-
able securities.

A review of the classes of holders of governmental and commercial marketable
securities will show that all but a small part of them are owned by financial
institutions (banks, insurance compiles, ete.). State and local government
funds, foreign governments, and international institutions, public and private
pension funds, trustees, and corporations. Such holders are correctly reporting
their interest income on their tax returns. No withholding system will provide
more taxes from such holders, and we do not believe they should be subjected to
the burdens and expenses of a withholding system to obtain additional taxes
from Individual holders of such securities-which at most can only be in nominal

inounts-and which will result in the problems we have pointed out above.
We are making these suggestions in an effort to make constructive propoqal.s

to improve section 19. Even if accepted they do not alter ourcebncluslons stated
above "that no practical, workable withholding system has as yet been proposed
which would not contribute to confusion and irritation on the part of ordinary
taxpayers and which would not impose unreasonable hardships or inequities
upon retired persons, widows, charitable, educational, and other tax-exenipt
organizations, and foreign and local governments on the one hand, nor be tin-
duly burdensome and costly to banks and other dividend dnd interest payers on
the other."

NATIONAL ASSOCIATION OF SIPE'IVISORIS OF STATE BlANKS,
Washington, D.A, April 20, 1962.

lie withholding of taxes on interest and dividends, MIR. 10650.
Hon. HARRY P. BYHD,
Chairman, Senate Finance committee,
Waldhtgton, D.C.

DEAR SENAtOn Bynm: The National Association of Supervisorsof State lanks
respectfully presents its views in opposition to that section of the Revenue Act
of 1062 relating to the withholding of taxes on interest and dividends.

This association is 00 years oldi It represents 52 supervisors who tire the
banking officials of all the States and of the Commfonwealth of Puerto Rico and
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of the Virgin Islands. As of December 31, 1931, there were 9,446 State-chartered
banking Institutions under their jurisdiction, with total deposits in excess of
$152 billion.

Your committee has already heard ninny strong arguments opposing this
legislation from the standpoint of the taxpayer, particularly the effect of over-
withholling and delayed refunds upon certain classes of taxpayers. The super-
visors, however, wish to convey their concern regarding the effect this with-
holding provision would have upon the strength and vitality of the banks they
supervise--and upon the supervisory process itself. This concern, of course, is,
and should be, a national concern Inasmuch as the State-chartered banking
Institutions comprise substantially more than half of the banking Institutions
in the country and hold a majority of the deposits.'

We would appreciate your reviewing the table on the succeeding page which
sets forth important statistics regarding State and National banks:

State char- National Total banks
tered banks banks

All banks (as of Dec. 31, 1961):'
Num ber.. _ _................ 49,46 4,513 13,959
Total deposits (billoins)................................. $152 $136 $28S
Time and savings deposits (billions) ...................... $76 $40 $122
Percent of time and savings deposits to total deposits ..... 60 33.8 42.4

Insured commercial banks:
Number of savings accounts I as of June 15, 1960 (millions). 23 29 52

Total interest paid on savings accounts In 190 (millions) 3.... $645 $783 $1,428
Average interest, per account (190) ....................... $28 $27 $27.5

Insured comn:ereial banks with deposits ofless than $10,000,000
(1960):

Number ................................................. 7,311 3 082 10,393Noet earnings aft(-r Incme taxes (millions) ................. $205 $18 $323
Average net earnings after Income taxes .................. $28,000 $37,313 $30,790

Estimate of number of banks with iredominantly manual
r(cordation procedures .................................................................. 4 12,000

1 National and State (Federal Reserve member, Insured nonmember of the Federal Reserve, and non-
member uninsured). Also Includes mutual savings banks.

2 Excludes some 10 million Christmas savings accounts.
3 Total interest on time and savings accounts in 1960 in State banks was $806,000,000, national banks

$979,000 000, and total $1,800,000,000. There are no figures available to show Interest on savings accounts
alone. It is estimated, however, that 80 percent represents Interest on savings accounts.

4 "Jlanks of tils size (the 8,00 or so N Itl less than $5,000 000 In deposits) and even those considerably
larger do not have automatic equipment. In at least 12,Oi0 of the 14,000 commercial banks wlthllolding
operations would be handled on a mnual basis with the help of such tables and charts as are furnished by
the Oovernnent or are available at reasonable cost." Testimony of 13laine 1I. Wisem an, president of
the Old Capital Bank & Trust Co., Corydon, Ind., appearing on behalf of the American Bankers Assoela.
tion, before Douse Ways and Means Committee, May 20t 1961.

The following conclusions can be reached from these statistics:
(1) There are numerous small banks in this country, predominantly

State banks, with modest earnings.
(2) State banks have a higher percentage of time and savings deposits

to total deposits than do national banks.
(3) Most of the small banks are lightly mechanized and therefore most

recordation is done manually.
The adoption of this withholding proposal would Impose a tremendous increase

In activity on these small banks which have a modest earnings level, and would
compel them to employ additional personnel. This activity will be of many kinds:

(1) To record withholding of Interest, at least four recordations per
year will be reqttired for each nonexempted deposit.

(2) Quarterly tax returns will have to be prepared and filed for all interest
deposits withheld.

(3) At tax time, the number of inquiries as to the whys and hows of tax
withholding will burden the staff. Public relations will require more than
lust a pink slip explaining the process. A patient, courteous answer to each
inquiry will be required. Indeed, even though the proposed bill does not so

require, many banks will consider it necessary, In the interest of good public
relations, to furnish their depositors a statement on full Interest, amount of
deduction taken, and a detailed explanation of tax procedure to be fol-
lowed by the depositor on his own individual return.

1 As of Dec. 81 1901, there were 4,518 national banks holding $136 billion in deposits.
as compared to the 0,440 State banks with $152 billion In deposits, referenced above.

8210-62-pt, 5-38
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(4) Many depositors will have to be acquainted by the bank with the pro.
cedures and availability of exemptions and refunds.

We have conducted a survey of all the State bank supervisors regarding the
effect this proposal could have on bank supervision and the banks they supervise.
There are set forth below a few of the comments submitted by them:

"Of the 40 State-chartered banking institutions currently operating in this
State, 31 have total resources of less than $10 million each. These smaller banks
generally do not possess elaborate bookkeeping equipment, and none has yet
entered the data processing field. I sincerely feel that the imposition of 'with.
holding' would inflict a real hardship on such banks in the areas of time con-
sumption, enlargement of staff, and additional expense." J. F. M. Slade, super.
intendent of banks, State of Oregon, Banking Department, March 26, 1962.

"The volume of detail involved will add to the cost of operations and will be
a matter of great concern to our commercial banks and savings banks. The
increase in costs in operations is a burden now due to the recent increase in
interest rates being paid on time and savings deposits. This proposed additional
burden will be material as there are 21 savings banks and 92 commercial banks
in New Jersey. For the banks, time deposits average 44.9 percent of the total
deposits, so that many banks will have a much higher proportion in time or
savings deposits." Charles R. Howell, commissioner of banking and insurance,
New Jersey, Department of Banking and Insurance, April 0, 1962.

"We feel that the withholding provision of H.R. 10650 would create an undue
administrative workload on banks because of the large number of accounts in-
volved; also to be considered in this regard is the probability of the customer
requesting information for income tax purposes as to the amount of Interest paid
and taxes withheld." Joseph C. McMurray, supervisor of banking, State of
Washington, Division of Banking, March 23, 19062.

We would also like to quote the testimony of the president of a small Stote
Bank before the House Ways and Means Committee, which we believe to be
highly typical:

"My bank has total deposits of less than $0 million. The bank I represent is
typical of the great majority of commercial banks in the United States. As a
matter of fact, there are 8,000 banks in this country which have total deposits
of less than $5 million. These banks have a small number of employees who are
required to handle all phases of the banks' many operations. In many cases the
president or cashier of the bank is the only active banking officer. He and his
small staff will have to absorb the additional duties and burdens of withholding
which have been discussed by my associates." Blaine H. Wiseman, president
of the Old Capital Bank & Trust Co., Corydon, Ind.

Our comments have been limited entirely to the matter of withholding of taxes
on Interest. We have not endeavored to discuss in detail the effect of withhold-
ing of taxes on interest on debt securities, or the substantial additional activity
that will be required in trust departments of small banks in implementing with-
holding.of taxes on interest and dividends. We are sure these matters have
been more than adequately handled by other witnesses before your committee.

In view of the foregoing, the supervisors wish to register with the committee
their very deep concern that the adoption of this withholding proposal will
increase the function of small banks with a concomitant requirement for addi-
tional personnel and expense. It is their concern that this additional imposition
of expense could, in many instances, cause a drain on the already narrow profit
level of these banks so that, in the aggregate, the net effect will be a weakening
of the vital segment of the banking industry represented by small State banks.

There is one other matter which we would like to discuss. It relates to the
elimination of any possible contingent liability on a batik's part in the imple-
mentation of the withholding measure.

It is our understanding that if a bank is presented an exemption certificate,
it has to accept it at face value, whether it is or is not, in fact, accurate. The
report of the House Ways and Means Committee so states.' We hope that the
withholding proposal in H.R. 1060 is not adopted. However, if it is, we want
it to be made absolutely clear thftt a bank does not have any liability arising

2 '"Withholding agents are requilred to honor an exemption certificate which on its faceIndicAtes that the person fing it is entitled to exemption, regardless of whether quch
person is In fact entitled to file it." P. A149, I. Rept. No. 1447 on H.R. 10050, Com-
mittee on Ways and Means, Mar. 16, 1002.
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from the failure to withhold taxes because of the presentation of an exemption
certificate.'

Of course, even with the foregoing exemption immunity, there is still the pos-
sibility for a contingent liability arising by reason of the withholding provision.
This point is well stated by Mr. Slade, the superintendent of banks for Oregon:

"Of necessity, the discharge of the withholding responsibility would be largely
manual in these lightly mechanized banks and the chances of error or miscalcula-
tion would, as a result, assume important significance. I do not find it difficult
to imagine how a contingent liability would be incurred by a bank by virtue of
damages suit brought by a customer, whose savings or other time account interest
had in error been subjected to faulty and excessive tax withholding. In certain
instances, I would think that a claim by a customer that the excessive deduction
had deprived him of an opportunity to make a profitable investment could involve
a bank in quite substantial damages."

Conversely, underwithholding subjects the banks to the penalties provided in
the proposed bill.'

The National Association of Supervisors of State Banks appreciates this op-
portunity to present its views to the Senate Finance Committee on H.R. 10650.
We sincerely hope the matters set forth above will lead this committee to recom-
mend against the adoption of the provision of H.R. 10050 relating to the with-
holding of taxes on interest and dividends.

Sincerely yours,
CHARLES R. HOw=L,

Com i ssioner of Banking and Insurance, New Jersey;
Chairman, NASSB Legislative Oommittee.

STATEMENT OF G. KEITH FUNSTON, PRESIDENT, NEW YORK STooK FxOHANOE

The New York Stock Exchnnge welcomes the opportunity to comment on
those provisions of section 19 of H.R. 10650 which would set up withholding of
taxes at the source on dividend income. This issue has been debated in Congress
many times in the last two decades. The reasons which prompted rejection of
withholding in the past are even more relevant now.

The exchange recognizes the underreporting problem and the Government's
understandable wish to do something about it. But, withholding is not only or
the best solution. The committee should turn down the present proposal for
the following reasons:

1. Its impact is harshest on those who can least afford to be hurt or
inconvenienced.

2. The bill as written is administratively unworkable.
3. Better alternatives are available.

HARSH! IMPACT

Dividends are already on n partial pay-as-you-go basis, through the require-
ient that they be included in quarterly estimated tax returns. Many stock-
holders also adjust their wage withholding upward to cover dividend income.
Withholding a fiat percentage of dividends at the source of payment would
impose unnecessary hardships on most lower income investors who are not
now subject to the quarterly estimating requirement.

Wage withholding poses no comparable problems, because the employer can
usually base the appropriate amount on the employer's marital and dependency
status. Serious overwithholding rarely results. A flat 20 percent withholding
rate on dividends, on the other hand, would create susbtantifil overwithholding.
The paying corporation cannot possibly adjust to the tax status of the recipient.

B'Under see. 8481 of 11.1t. 10050, subeh. D, this general rule is stated: "The withholdin
agent shall be liable for the payment of the taxes required to be deducted and withheld
under this chapter, and shall not otherwise be liable to any person for the payment of
any such payment."

'Par. (b) of see. 8481 of subch. D, 11.R. 10050, states as follows: If the withholding
agent, In violation of the provisions of this chapter, fMilo to deduct and withhold any tax
tnder this chapter and thernafter the tax against which such tax ma.y be credited is paid
the tax so required to be deducted and withheld, shall not be collected from the withhold.
ing agent, bit this subsection 'hall in no case relieve the withholding agent from l ability

r any penalties or additions to the tax otherwise applicable in respect of such failure to
deduct and withhold."



2170 REVENUE ACT OF 1062

Since most stockholders are in income brackets with ian effective rate of less tiitn
20 percent, perhaps 8 illion stockholders will experience overwithholding.

For 1959, the latest year for which Income tax statistics have been published,
two-thirds of the returns reporting dividends showed adjusted gross Income of
less than $10,000. As the average effective tax rate for all returns in this income
group is slightly below 10 percent, a 20 percent withholding rate would clearly
mean miasive overwithholding for taxpayers receiving dividends (and interest).

Plight of the small stockholder
Low-income stockholders by the hundreds of thousands-elderly, retired, wid-

owed--rely wholly or partly on dividend income to pay for their daily essentials:
for their food, their rent, their electricity, their medical bills. Because of de-
du'tions, exemptions, exclusions, and credits, many of these people have little or
no tax liability. Yet, these thrifty people would have to file exemption certifl-
(ates or suffer at least a temporary loss of 20 cents out of every dollar of dividend
Income. For those not alert to the need for filing refund claims, the loss would
be perimnent.

This Is not a theoretical problem. Investors from various parts of the country
have written to the exchange asking us to point out to Congress the practical
difflculties dividend withholding would create for them. A retired Californian..
for example, writes:

"I nni one of the many millions of older people who are living on a more [oil]
less fixed income, and depend on my dividends for my living, and evei this 20 per.
cent means a great deal to me."

A Fort Lauderdale, Fla., widow declares:
"I am a widow and am one of the small Investors who depend on my dividend

cheeks to get along, but with 20 percent withholding tax, I couhl not make ends
meet."

An elderly stockholder in Westchester, N.Y., echoes this conernl:
"There are probably several hundred thousand elderly people like myself

vho have no income whatsoever except the dividends from the small Investments
In stocks of a few companies. If these dividends are reduced In that manner
I through withholding] their means of support will be lessened *
1'ieblic oplnion& on) withholding

The widespread opposition to withholding undoubtedly reflects public aware-
ness of these facts. About a year ago, the exchange measured the extent of
public feeling on the subject through an independent research firmn-Sindlinger
& Co., of Philadelphia. Here are the two basic findings of that survey:

Three out of four shareowners expressing an opinion were against a
withholding tax on dividends.

Eight out of ten nonshareowners exliressing an opnilon opposed a with-
holding tax on savings account Interest.

'Publlo resentment
A recurring theme in the letters received at the exchange is this one, from a

Boston man:
G* * * Why should 05 percent of us be penalized, when there may be 5 percent

who don't report their dividends. I'm strongly opposed to it * * *."
An Illindis woman feels that, "To penalize the many honest people who report

for the minority who do not, seems unjustifiable." A woman in California sug-
gests, "Let our Government spend the money it will cost to administer this
collection program to catch evaders and quit penalizing the honest taxpayers."

In short, these people-the vast majority of whom pay their taxes--resent
the implication, the Insult to their thrift and honesty, involved In a withholding
proposal. But, more than that, they object to the unfairness of special incon.
veniences and even hardships. "Why," they ask, "should we be put to the
bother of trying to get back money we should have not been deprived of In the
first place? And why should we lose the current use of that money'

ADM1NIsTATIV9 DIhFIOULTIEs

The withholding proposal originally submitted by the administration last year
was bad enough. In a misguided effort to make the plan palatable and modify
some of the harsh impact of overwithholding, the House bill creates a mechanical
monstrosity. To those who would have to handle the 45 million stockholder
accounts uhtder this fantastic creation, the plan is simply unworkable.
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In fact, the very nature of withholding on dividends and interest makes it
impossible at one end or the other. The more workable withholding is made at
the payor level, the more burdens and hardships it creates for the dividend
recipients. And paradoxically, the more that Is done to minimize these hard-
ships, the more unworkable the plan becomes at the payor level.
Exemption certifcate8

The latest version of the tax bill provides a system of exemption certificates in
certain circumscribed situations. Children under 18 may be exempt from with-
holding. Investors who "reasonably believe" they will have no tax liability may
file for exemption annually. In the case of savings bank interest, this may be
relatively easy to administer. Presumably the depositor files his exemption
certificate with the bank.

But where does a stockholder file--with his stockbroker, the paying agent, or
the corporation? The stockholder's only contact has been with a broker when
he first bought the stock and the shares were nailed to hin. That may have
Ieen inany years ago. The broker no longer has anything to do with the dlvi-
lend payment, and the corporation's address is not readily known. Moreover.
the individual who owns stock in four different companies will have to file four
separate exenptlon certificates each year. These millions of exemption certifi-
cates and refund claims will certainly keep the postal people busy.

Finally, above age 17 the bill limits exemptions to the less than 10 percent of
till stockholders who expect no tax liability of any kind. The millions of peophf
with a small tax liability, but well under 20 percent, will stiffer overwithholding.
If these people do not file quarterly estimated tax returns, their only recourse
Is to seek refunds four times a year. In borderline situations, they may be tin-
willing to risk the severe penalty for filing an erroneous "pauper's oath." They
must simply stiffer the loss of current incone and make do as best they can.
Refminu. procedure
It is difficult to believe that the so-called "quick refund" procedure would ever

live tip to its promtiqe. To the millions of average modest owners of stocks. the
ieed to file refund clatins and check records back and forth would be a constant
harassment.

But, if a stockbroker's refund would be less than $10. he may not apply for
it tinder this procedure. This meani a stockholder would have to receive $50 per
quarter (or $2900 a year) to be entitled to file. The limited exemption provisions
would take care of part of this group. Bt the rest-with an effective tax lia-
bility of less than 20 percent.-would have to wait to get back the money "wrong-
fully" withheld from their small dividend checks.

Processing millions of refund claims would inevitably create delays in reim.
bursing withheld taxes that would work a hardship on lower income groups. As
a man from a small New .ersey town noted. "* * * small stockholders who will
be entitled to refunds will get discoin'aged and/or disgusted by the paperwork
Involved in efforts to get the refunds." This may indeed be one of the revenue.
productng elements the Treasury is counting on-a withholding windfall front
those unwilling to be bothered or too uninformed to claim refunds.

In any event, the potential inundation of Internal Revenue district offices
under the flood of refund claims four times a year staggers the imagination. The
likelihood of the complicated computation of millions of refunds being error-free
is remote enough to east doubt on the Service's ability to process these claims
at low cost. The promise of "quick refunds," too, would quickly fade. There
i.4 even some danger that the efficiency of refunds on wage withholding might be

'impaired.
Temptations for fraud

The proposed withholding plan does not require information statements in
support of refund clilms to suhstantihte amounts withheld. This could be an
open invitation to fraud. The policing problem involved here has been con.
veniently ignored by proponents of withholding.

4ome Individuals would have tax liabilities above the 20-percent withholding
rate. Certain people might assume-Inadvertently or intentionally-that the
20 percent represented their total tax liability on dividend and Interest receipts.
The Internal Revenue Service would have to rely on regular audit procedures
in these Instances and then locate the taxpayers to collect the difference

I'etween the withholding rate and the taxpayer's actual bracket.
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The only effective control over these areas would come through an electronle
data processing system. And once such a system is in operation, withholding
Itself becomes unnecessary.

hETrER ALTERNATIVES

Although the tone of this memomorandum has been critical, the exchange does
have some construetivo suggestions. As long as dividends remain taxable,
steps to assure complete taxpayer compliance are, of course, necessary. With-
holding, however, Is not the best approach. The alternatives involve a continua-
tion of the educational campaign and more effective use of the Information
already available to the Government. These are admittedly temporary soli-
tions. The final and permanent answer lies In linking ip the recently enacted
numbering system with the advanced electronic processing facilities rapidly
being developed by the Internal Revenue Service.

Editattopial campaign
governmentt officials have recognized the basic cause of underreporting of

dividends (and Interest) as inadequate Information and carelessness. In the
suniner of 1919, a vohintary cooperative educational campaign was inaugurated
to correct this situntlon. Although the effectiveness of this campaign is not
known for certain, the present administration must have been satisfied with
the program's success. Several months ago the administration again asked
business to carry on a similar campaign this year.

The tinnelnl community, although willingly cooperating, Is unable to under-
stand the continued Insistence on withholding If the educational program Is
effective. The eumtilative inpnet of a sustained eduentionnl effort could pro-
du(e, dramatic ininprovement without the burdens, complexities, and other short-
comings of a withholding system.
JBetter use of information

The Internal Revenue Service already receives Information returns (form
1099) on virtunly every dividend payment made. More effietent use of this
informntin through stepped-up sampling of tax returns, auditing, and en-
foreniemnt proceilures eoild linprove matters. In fact, these processes are
applicable to all areas of missing Income-even areas for which withholding
has not been proposed.
Ntinberb7 systCm and data processing

The long-range solution to underreporting of Income lies in the automatic data
processing system the Service has innugrated. Electronic equipment will
permit cross-eheeking of Information returns with tax returns on the basis
of mnathed taxpayer account numbers.

The uimbrilng system has already been enacted Into law and will go int6
operation next year. The snie account nlmllber which appears on an Indi-
vilua's tax return will appear on each infornmtlon doctiment filed by payers
of tlcome pllhl to him. Matching these eleetronically is the most efficient
nppolaeh-withfout the hardships of withholding. This possibility is not a
olreailn : the electronile system Is proceeding on schedule.

In fact. the danger Is that the Institution of a withholding system at thils
poit wolild divert manpower and effort anti thus throw the program off sched-
tilP. Goverlme1nt n industry still have to gear themselves for operation
under the electronic jproeessing and numbering systems. It would be most
unwise to iIperil the progress that has already been made and is now in
prospect by trying to graft withholding onto these systems.

CONCLUSION

Withholding is unjust, unworkable, and unnecessary. Unless the data proe-
esling and nmberintg approaches fall to correct the problem of underreporting
of dividend and interest income, the withholding proposal should be abandoned

STAThMI+NT OF (IIA1ILES MATTIEW IUNIOVIC. IfEaRSTRIM.) R IERESE.NTATIVE, BACON,
JoUlNsoN & ASSOCIATES, INC., WASIHNOTON, I).C,

Mr. Chirmnn and members of the U.S. Senate Comlifttee on Finnce, it is
my intention to inform you of my oppo iton to certain Provisions of 1R. 1000
which I deemn to be grossly Inlequitnble. It deals specifically with tile section
on withholding of tax oil dividends and Interest.
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I strongly feel that every true American call be) proud of the fact that the

doors are always open to huim to become a shareholder In American industry.
The number of shareholders having a stake in American Industry has more than
doubled In recent years. There are many millions of Americans who own shares
in our leading corporations either through individual securities or through In-
vestment trusts, commonly known as mutual funds. Many of them are share-
holders with small incomes, for whom relief from double taxation of their
dividend income makes the investment of their savings in securities worth the
risk. The proposed bill would nullify that exemption as to these small share-
holders. Regarding the first $50 of dividend income, the bill would levy a
withholding tax of 20 percent even though the law says that the income is
exempt. With reference to the withholdillg of $10 or less the small shareholder
Is required to wait until the end of the year and file a claim for the refund
to receive back his money.

It should be brought to your attention that there are hundreds of thousands
of shareholders of investment trusts, who have either cumulative or systematic
investment programs with free reinvestment (i.e., no sales charge) of their
dividends into additional shares on a quarterly basis. Assume you receive
$1,000 annually on dividends to be reinvested In additional shares. Under the
proposed tax plan 20 percent or $200 would be immediately withheld and the
investor would not gain the benefit of having his money compounded while work-
ing for him. In most cases he would be required to pay an extra sales charge of
around $10 to halve this specified amount reinvested at a subsequent date. Thus
you are further penalizing the investor who Is attempting to build capital for his
retirement, education of his children, or other long-term objective. The Investor
will also lose the benefits of "dollar cost averaging" which assures that if you
regularly invest a fixed number of dollars over a period of time in a fluctuating
market your cost will be less than the average price of the shares during that
period.

Thus proposed legislation will bring about a great amount of overwithholding.
The procedures required to administer this withholding plan are very intricate
amid will only introduce Into the lives of our taxpayers, especially the smaller
taxpayers, a new storm of complicated tax forms, exemption certificates, and
the like. Depriving our population of every cent of their Income, especially tile
older and retired senior citizens of our population, or any part of that income for
periods of a month or more cannot be Justified and Is strictly Inhuman.

Canada has repealed a law requiring tax on withholding dividends and Interest
because it was impossible for the Government to administer the law fairly and
adequately. As an alternative to the withholding tax we should enforce with
greater vigor the existing tax law respecting dividends and interest. We must
remember that it is the duty of our American Government to encourage more
and more people to become new shareholders in our American industry. This
can be acecbiplished simply by making the tax alternatives attractive to the
prospective and small investor. As an incidental factor we would probably
benefit immensely if small shareholders were allowed an exemption of $100
instead of $50 on dividend Income.

The millions of people may not know today what is about to happen to them.
In fact, many will not know until this withholding tax monstrosity starts grind.
Ing at them. In the year 1003-when the 102 elections are safely behind. Be-
ginf ing then, these Americans who total in excess of 30 million tax wounded
persons are going to make their feelings felt at the polls at every opportunity.
That will amount to a lot of votes. There's a famous axiom in which I single out
for your benefit, "Action speaks louder than words."

ME.OANM7M IRi SUPPOItiN O ,Evr.nwCE ox TNProm ATION RETURNS AND AuTo-
3fATO DATA PRO Ss 1o

Appearing before the Senate Pinnlice Committee on April 11, 1062, Mr. Joseph
0. Welman, testifying on 11.R. 10650 on behalf of the American Bankers Associa-
tion, made the following statement: "We believe, however, that automatic data
processing, together with taxpayer account numbers, will enable Internal Reve-
nue to make effective use of information returns, supplied by payers of interest
and dividends, and that such use will obviate the need for withholding." In the
subsequent questioning, Senator Byrd requested the submission of a supple-
mentary memorandum elaborating on this statement.
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The issue posed by Mr. Welman's statement can best be discussed in terms of
three questions:

(1) Assuming sufficient data, can automatic data processing identify individ-
uals who fail to report some or all dividend or interest income?

(2) Assuming the answer to No. 1 is "Yes," is it possible to provide Internal
Revenue with the necessary information?

(3) Assuming the answers to both No. 1 and No. 2 are "Yes," can an informal.
tion return-automatic data processing system obtain sufficient additional revenue
to substantially close the estimated reporting gap?

.This memorandum discusses each of these questions and, in addition, comments
briefly on the psychological impact of an expanded information return system.

1. Assuming suttient data, can automatic data processing identify individuals
tilo fall to report some or all Interest or dividend ineomo?-There would seem
to be no question that, under the assumption included above, automatic data
processing would give the Treasury Department all of the relevant information
it would need with respect to underreporting of interest or dividends. This is
perhaps best illustrated by a description of the data processing procedures at-
tributed to Mortimer M. Caplin, Commissioner of the Internal Revenue Service,
by Business Week in a recent issue:

"Within a few years, the master file at Martinsburg will hold records on 78
million taxpayers. These accounts can be matched against returns or can be
sorted out by any of a wide variety of criteria. The tapes, printing at 600 lines
per minute, will run off the name, address, and pertinent information from any
return that seems to bear auditing. The system will automatically put the finger
on those who fail to file returns, who owe taxes for previous years, who file dupli-
cate claims for refunds, whose returns show 'discrepancies or unusual character-
istlcs' that warrant investigation."

The major advantage in the area of interest and dividend reporting would be
the ability of the system to identify "those who fail to file returns," as indicated
in the above quotation, or those who file returns but fail to report some or all in-
terest or dividend income. Such identification is feasible only with account
numbering, making It possible to match information returns against tax returns,
thus determining precisely the extent of underreporting and the individuals in-
volved.

Perhaps the most authoritative pronouncement on the technical capacity of
automatic data processing to do the Job once an account numbering system is de-
veloped was made last year by Bertrand M. Harding, Deputy Commissioner of
the Internal Revenue Service:

"Automatic data processing gives us a tool for a much more effective matching
of information documents (particularly from forms 1099) with tax returns so
as to enable us to tighten up enforcement and thereby reduce very substantially
the gap between dividend and interest payments, on the one hand, and the
amounts of such income reported on returns, on the other balid."

"One of the important changes needed to make the information system an
effective substitute for withholding is to obtain taxpayer account numbers on all
forms 1099 and similar documents." tItalic supplied.]

"With this modification and perhaps with some adjustments it the dollar level
requirements for 1099's, we believe that we shall have a reasonably effective sys-
ten for the use of information returns and that that system will lessen the need
for dividend afnd-interest withholding."

2. To wchat cxtcnt oan all lecessaril hiformation be made available to the
Treauiy?-It is clear front the foregoing that what is reqtilred for effective
closing of the interest-dividend gap is a workable account numbering system
and an expanded information return system. Provision for account numbering
is now being made. Although it will be a complicated and costly operation for
commercial banks, it can be accomplished. When completed every taxpayer will
have a specific number which can be mtehed agifst otheriiformatlon, sinilArly
identified, which the Treasury can obtain.

Information documents are now furnished to the Treasury *Department for
virtually all dividend payments. In the case of Interest, reporting is less com-
jplete because payers are not required to furtlish information returns for Interest
payments of less than $000 per year.1 Some interest payments, such as Interest

These returns Include all Interest payments of the reqisite size, whither paid In cash
to depositors or credited to their accounts.
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on mortgages held by individuals, are not subject to information return require-
ments. However, with some exceptions, most of this interest would not be
subject to withholding."

Where information returns are now required, they call be significantly ex-
panded. If the present requirement for Information returns were lowered from
$600 a year to $60 a year, the Treasury could be provided with information
documents relating to about 80 percent of the total interest paid on savings and
time deposits in commercial banks, yet commerelal banks would have to prepare
such returns for only about 20 percent of the total number of accounts. This
is because of the very heavy concentration of small accounts i commercial
banks. Tables 1 and 2 show distributions of accounts and deposits held by a rep-
resentative group of commercial banks surveyed by the American Bankers Asso-
ciation.

It may be helpful to consider the magnitudes involved in ani expanded informa-
tion return system. On June 15, 1960, there were 51,809,785 regular savings
accounts in insured commercial banks, according to an official report by tile
Federal Deposit Insurance Corporation. It will be seeni from table 2 that for
the banks Included In the ABA survey only 19.2 percent of the regular savings
accounts paid interest of $48 a year or more, but those accounts received 83 per-
cent of the total interest paid. Applying these percentages to the total number
of savings accounts in all commercial banks, it can be seen that of the approxi-
inately 52 million regular savings accounts, about 10 million received more that)
four-fifths of the interest. Accordingly, if information return requirements were
lowered from the present $600 to $50, banks would have to submit documents on
only about one out of every five accounts, yet tile Treasury would lie provided
with information on four-fifths of the interest paid.8

It will also be noted from both tables 1 and 2 that if information return re-
quirements were lowered still further, say to about $10 or $12 per year, the
Treasury could be provided with information on virtually all interest payments
(approximately 95 percent) but the banks would only have to submit such docim-
ments for about one-third of their accounts. In terms of regular savings tic-
counts as shown in table 2, banks could submit Infornatlon documents o about
20 million accounts (or two-fifths of their total savings accounts) amnd still pro-
vide the Treasury with information on virtually all interest paymentss 4

In exhibit I1 of the documents accompanying the Secretary's statement, tile
Commissioner of Internal Revenue stressed the vast number of information
returns which would be generated if an information return-ADP system were
to be substituted for withholding. However, with reasonable minimum reporting
figures it should be possible, as already indicated, for the Treasury to et the
bulk of the interest information it needs without the necessity of accumftilating
and processing the volume of information documents described by the Commis-
sioner.

Providing additional information documents would be an expensive and time-
consuming task for the commercial banks, Nevertheless, most commercial
banks believe that the costs and burdens involved would be preferable to a
withholding system, which also would bring substantial costs and difficulties
and, in addition, give rise to serious customer relations problems.

In an effort to determine the attitude of commercial banks toward an expanded
Information return system as an alternative to withholding, the Arnerican
Bankers Association polled the banks which provided the savings accohilt data
prescribed earlier. Table 3 summaIizes the results of that poll.

It will be noted that the banks were asked to decide whether providing aifiitthl
cumtilhtive information returns to the Treasury for Il ifiterest payments of $10
or more would be less difficult or more diffictilt than a withhblditig system.
About three-fifths of the banks (59.3 percent) answered that such a system
would be less difficult, while about 30 percent believed it would be more difficult.
The remathing banks could see no difference between the two systems. It is,
of course, quite probable that if the question had been phrased in terms of a
$50 minimum reporting figure, a still larger percentageof the banks wold have

'One exception would be Interest cou ons on bearer bonds, for, Which Information
returns renot available but which wouldTbe subject to WWtIlIng under present provi-
glaln of H. 10 050.

8 or simplicity, no change in the structure of accounts is assumed. Turnover in
accounts, as some are closed out and others opened, would Increase to some extent the
number of returns required.

4 For simplicity, no change In* the structure of accounts is assumed. Turnover fit
accounts, as some are closed out and others opened, Would increase to some extent the
number of returns required.
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answered that an expanded Information return system would be less difficult
than withholding.

3. How much additional tax revenue could be obtained from an Cpanded
information return sy8temn combined with taxpayer account numbering and
automatic data processing equipment t-It should be clear from the foregoing
discussion that there is no question of the technical capacity of automatic data
processing equipment to handle the task of matching information returns against
tax returns so as to enable the Treasury Department to Identify individuals who
have not reported the correct amount of interest or dividend income. Neither
is there any question about the ability or willingness of commercial banks
generally to furnish the necessary information on deposit Interest to the Treasury.
However, as the Commissioner of Internal Revenue has pointed out, simply
feeding the information Into an automatic data processing system does not
provilo any additional tax revenue; the additional revenue depends upon the
extent to which the Information obtained Is utilized by the Treasury.

In theory, the Interest and dividend gap could be largely eliminated once the
processed Information Is available to the Treasury: and could be completely
eliminated with respect to Interest and dividends for which information returns
are available. However, the Commissioner of Internal Revenue foresees great
difficulties with complete enforcement and concludes that use of the data pro.
vided through ADP would have to be handled within "realistic, manageable
limits." With this qualification, he estimates that full reliance upon an infor-
mation return-ADP system would close the dividend and interest revenue gap
by only about 25 percent. Specifically, he estimates that the Treasury would
recover approximately $200 million of the estimated $850 million of revenue
loss on interest and dividends presently unreported, whereas withholding would
recover approximately $050 million of the $850 million revenue gap.

Unfortunately, we have not seen any data to support the Commissioner's esti-
mate to the effect that only 25 percent of the revenue gap can be closed through
Treasury utilization of an Information return-ADP system. Nevertheless, sev-
eral general comments might be made.

First and most important, it is obvious that the extent to which the gap can
be closed by Treasury utilization of Information documents and automatic data
processing equipment depends to a great extent upon the use which Internal
Revenue makes of the data. Without questioning the Commissioner's judgment
as to what constitutes "realistic, manageable limits," it is nevertheless a fact
that 25 percent does not represent all of the gap that could be closed. but only
that portion which the Internal Revenue Service feels It is practicable, within
budgetary and other limits, to close.

Presumably there Is some poiht at which the cost of enforcement exceeds the
amount collected. However, the magnitudes estimated by the Commissioner (i.,
collection of $200 million at a cost of $27 million) would not suggest that the
llmit has been reached.

With re. ect to comparisons of the amount which can be obtained respectively
from withholding or from full reliance on an Information return-ADP system,
It shoiild be noted that the $050 million frequently cited as the amount which
will be recovered through withholditg Is not the amount which will be recovered
by a simple withholding system: It Is (1) the amount which it Is estimated
would be recovered by withholding plus (2) an estimfl(td amount to be recovered
through "improvement In upper Income brackets due to withholding" plus (8)
an amount reflecting the assumption that there will be withholding against
amounts presently excluded tnder the dividend exeltisloti and dividend credit.

Withhold ing alone, according to Treasury estimates, will yield only $470 mil-
lion, and ever,. this Is somewhat overstated since It incorporates the assumption
that the diviilend exclusion and dividend credit will be repealed. The remain.
Ing .180 million usually nttlbilted to withholding ts actually an estimate by
the Treasury of the iM movement which will occur In upper Income brackets as
a consequence of withholding. Thus, If comparisons are to be made between the
amount to he recovered by withhidluig and the amount tO h1e recovered by re-
liance upon an Information return-ADP system, the $650 n million estimated to ho
obtathod from withholding should he contrasted with the $200 million estimated
to be obtainable from enforcement of an Information refitfl svtem plus an esti-
mated amount due to tmtrovemnt In reporting because of the adntion of the
system. Such an adjustment mitht well be larger than the $180 million of
estimated Improvement, now Incorporated in the withholding estimate.
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In the materials accompanying the Secretary's statement, the Commissioner

of Internal Revenue described in some detail the hardships and costs to the
Treasury of making complete or virtually complete use of information returns
and automatic data processing in an effort to close the dividend-interest gap.
He stressed the difficulties in handling the millions of information returns which
would be sent to the Treasury, discussed administrative problems, noted the huge
correspondence which would result, and commented upon the need for additional
personnel. There Is no question that if extensive use of information returns
were depended upon to close the dividend-interest gap the Internal Revenue
Service would be faced with many or all of these problems. Again, we would
not question either his judgment or conclusion on this score, but we would note
that under a withholding system commercial banks would be faced with problems
of the same type and of the same order of magnitude. Indeed, many of the
problems would be identical, and the real question is who should assume the
burdens and costs of this collection problem: payers of interest and dividends
or the Internal Revenue Service?

The commercial banks are presently l)eing told by the Commissioner as well as
by other proponents of withholding that these problems are exaggerated, and
flint even If real they will largely disappear after the banks have adjusted to
withholding. But If this is so, tle argument cuts both ways and commercial
banks could as well maintain that many of the difficulties foreseen by the Com-
missioner may be illusory or, If real, will work themselves out after the Treasury
becomes accustomed to handling information returns.

PsIcholer/Ieal effcetq.-As already noted, in preparing its estimate of tile addi-
tional tax revenue which can be obtained through withholding, the Treasury
relies to some extent upon the psychological effects of withholding. Specifically,
$180 million of the $650 million estimated additional tax revenue from with-
holding represents anl assumed Improvement in reporting in the upper income
brackets, which Improvement is presumably to come about (in part, at least)
because of the psychological effect of withholding. Thus, It is equally important
to note that there will be a significant psychological effect if an Information
rpturn-ADP system Is adopted In place of withholding. Indeed, the additional
income may be greater in this case than the $180 million assumed by the Treas-
ury In the case of withholding.

Under the withholding system as presently proposed, the Treasury does not
require that the bank provide the names of the individUnla. from whom taxes
are withheld. Thus an Individual in the 80-percent tax bropket and currently
underreporting interest Income may or may not be prompted to pay the addi-
tional tax due over that which will be withheld. Under an information return-
ADP system, on the other hand, this particular taxpayer's certain knowledge
tlat file Treasury will he able to tell precisely whether he has reported all of his
Interest Income Is much more likely to induce that Individual to report fully.

It should be noted that tile Commissioner of Internal Revenue called attention
to this Possibility In his speech before the New York State Bar Association, por-
tions of which were Included with the documents accompanying the statement of
the Secretary of the Treasury: "We could, however, expect the psychological
effect of broader informntion reporting and electronic matching to bring about
some improvement in voltmtary comliftnce." When It is considered in addition
that leading popular journals have been carrying extensive articles on the ability
of the automaltic data processing eflipment topinpint every dollar not reported
by each individual, it woiild seem particularly appropriate to assign consider-
able dollar value to the psychological effects of a fMll information return system.

H mmatl and conelutsfons.-The basic issue is whether an information retirn-
ADP system incorporating taxpayer account numbers would do the Job that the
Treasury anticipates will be done by witllh6ldii$g. There are many possible
answers. At the one extreme full utilization of itforfliatlon returns may go
only part way toward closig the dividend-interest gap. At the other extreme,
the cumbersome withholding system now proposed may turn out to be so ineffec-
tive and so difflilt'to operate that a complete informiftlon return system i ifght
(Io a far better Job than witliholding. At the present time neither the com-
miercial bankers nor the Treasury can provide the final answer, which must
await experience. Present conilsilons are, at bttom, simply based on Judg-
ments. But so long as it is techilitlly feasiblefor the Treasury to close a major
portion of the gap through extensive usb of liformatiln return ddta, commercial
banks see no reason why this system should not be given a fair trial.
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TABLE l.-avinf/S and timte deposits of Indlviduals, partnershlps, and corpora.
tIons, 208 commercIal banks, mid.1961-1-umber of accounts, amount of de-
posits, and amount of ittercst paid distributed, by size of intere8t payments

[Numbers and amounts In thousands)

Amount of-
Number ofaccounts

Item Deposits Interest paid

Number Percent Amount Percent Amount Percent

All accounts, total ................ 15,489 100.00 $19,955,434 100.00 $405,840 100.00

Accounts payig Interest of-
$0 to un er $12 ...................... 10,136 65.44 1,290,017 6.46 22,405 4.52
$12 to $23.99 ......................... 1,322 8.53 800,127 4.01 20,703 4.19
$24 to 47.99 ......................... 1,279 8.26 1,494,087 7.49 37,490 7.56
$48 and over ........................ 2,72 17.77 16,371,203 82.04 415,152 83.73

TABLE 2.-Regular savings deposits, 199 commercial banks, titId.1961-Nu be), of
accounts, amount of deposits, and amount of iOtere8t paid, distributed by size
of interest paymtent8

I.\umbers and amounts In thousands

Amount of-
Number of
accounts

Item Deposits Interest paid

Number Percent Amount Percent Amount, Percent

All accounts, total ................ 14,138 100.00 $17,487,978 100.00 $459,770 100.00

Accounts paying Interest of-
$0 to uner $12 ..................... 8,853 62.62 878,450 5.02 20,616 4.49

12to *3.90...... ............. 1,811 0.27 793.058 4.63 20,670 4.47
$24 to 47 ....................... 1,267 8.90 1,479,028 8.46 37,065 8.06
$48 and over...................2,707 19.15 14,337,442 81.99 881,489 82.98

TABLE 3.-Percentage distributlon of answers to a surrey question of a compi -
Noi1 of an. expanded information. return system with withholdig, 177 respond.
ing banks

Question: If Interest withhldihg were not adopted, but Instead ahintinl ptllntl-
lative Information re-turns were required by the Governmieht for each accOtlot
paying interest of more than $10 per year, wotild tHis be: more dlffielolt than
wlthholdilg; less difficult than withli ldltig; make no difference?

[ln perentil

Reporting banks with savings and time
,deposits of-All roportln? ... . ____________

banks
Less than $10,000,000 to $100,000,000
$10,000,000 $100,000,000 and over

More difficult than withholding ................ 29.6 25.3 31.0 3&5
LeUss difficult than withholding ................. 69.3 61.3 60.3 61.5
,No difference ................................... 10.5 12.0 12 7 ..............
N o answer .................................... . . 1.3 .........

Source: The American bankers A.soeldtion, Dopartment of Economicsand Research.
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(1IRUTTENV.N. PowDI:5TA & MJILLER,
Chicago. Ill., April 23, 1U2.

Hon. HARRY F. BYRD.

C(hahrnan, Committee on Finance,
1:.S. Senate, Washington, D.C.

MY DEAR SENATOR BYRD: During Secretary Dillon's appearance before your
committee, on April 2, you rentarked that you have known him personally
for many years, and have great respect for his wisdom and ability. You said
also that you "must confess to some amazement," to hear him in the role
of special pleader for the so-called Investment credit.

Let me say that I share both your respect for Mr. Dillon and your grave
concern over his blanket endorsement of what you described (aptly and
graphically) as "this gimmick." More specifically, and in terms of the pending
tax bill as a whole, I am also deeply disturbed by the administration's seeming
rejection of certain basic facts of economic life--certain verities that the
Secretary must have seen in practical operation many, many times, In the course
of his extended, management-level experience in our business.

This rejection is implicit in H.R. 10650 itself, and in the vacillating legislative
('ouise It has steered. The bill passed the House, as you know, by an extremely
narrow margin, on an all-or-nothing basis, and only after literally tremendous
pressure from the leadership. Now, after warmly commending Ways and Means
for its efforts, the administration Is asking your committee-in bald effect-to
strike out everything after the enacting clause, and reinstate or broaden certain
features that the House, in Its wisdom, declined to accept.

The rejection is also dramatically evident in Secretary Dillon's insistence on
three specific proposals: the investment credit; the 20 percent withholding tax
on dividend and Interest income; and repeal of the dividend tax and credit
exclusion. Taking up these proposals in order:

1. You, Mr. Chairman, and an Impressive variety of witnesses-from both
sides of the political fence, and representing every shade of the economic spec-
trum-have stripped the tax credit for Investment In certain depreciable prop-
erty of its fancy nomenclature. It stands revealed as nothing more or less
than a discriminatory, completely unnecessary, out-and-out subsidy. And no
amount of administration pressure, however, or wherever applied, should Justify
Its enactment.

2. Hundreds of pages of the current committee record have been tilled with
the dubious pros and demonstrable cons of dividend and Interest withholding.
.ut I find the most convincing and eloquent argument of all in these extracts
from an earlier record [emphasis mine] :

"While your committee recognizes that there may well be substantial under-
reporting of such (dividend and Interest) Income, largely through carelessness
on the part of the taxpayers * * * (it) believes that the (20 percent withholding
provisions of the Houso bill vould irork a great hardship uponi many taxpayers
and Impose expensive admtnllstratitie burdets upon the withholdhig agents.

"The most obvious ineqtty * * * would, of course, be that withholding vould
be applied to many taxpayers who, in fact, have no income taa liability. * * *
Your comnflittee also fears that many taxpayers, especially those lit the lower
iacone brackets, wolid, either throtlgh misunderstandtbg or'carelessness, fall
to applyi for the refunds dte thei, this being deprived p)erfmallently of a
portion of their income. * * *"

Mr. Chtiirman, I am sure you recognize those excerpts. They are from the
report (No. 781, 82d Cong., 1st sess.) of the Comunhittee on Finance, rejecting
certain House-approved provisfols of the ltevefift Act of 1051. And you and
Senators Kerr and Wlllihins (the only still-ti-harness survivors of the com-
mittee headed by the late, great W6lter George) will remember that the 1951
committee's views prevailed.

At the time, the Treasury Depalf'tiuent was estimating (for calendar 1951)
that underreporting of certain dividend, interest ind royalty income "may reach
as much as $3 billion." It was said that a 20-percent withholdthg tax would
recoup $828 nitilln. Eleven years Inter, Secretary Dillon tells your committee
that there is a $3 billion of unreported dividend and interest income. whereon
a 20-percent withholding tax will recoup $650 uiiit6n,

I submit that these and other Treasury estimates were open to question then,
and they are open to serious question now. Additionally, and as you have re-
cieled durlhg the current hearings, the Treasury last year was authorized to
proceed with a numbered-account system for taxpayers. We heard a convincing
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argument then that this system, combined with automatic data processing,
would subject some $5 billion of unreported income (including, presumably,
dividend and interest income) to electronic scrutiny. Now, the Department says
blandly that the automatic data processing enforcement approach alone, "as
compared to withholding, would be burdensome and expensive to business and
Government, out of all proportion to the effect it would have on the reporting
gap." Such arguments, like certain of the statistics we are asked to accept,
must also be subject to challenge.

3. During Mr. Dillon's appearance, Mr. Chairman, you recalled that he is the
only Treasury Secretary, in your long experience, to press for retroactive income
tax legislation. He is also-as I am sure you know-the only Secretary to invest
the double tax on dividend income with the authority of a legitimate, revenue-
producing arm of the basic tax law, and to argue that it is not contributing its
full share of tax revenue.

Every Secretary before him-from the time of the legislative oversight that
produced it-has conceded both the existence and inequity of this vicious double
tax. Indeed, until the advent of the present administration, the recurrent trend
was toward liberalization of the present, all-too-modest credit and exclusion.
And here, again, no amount of oratory, pressure, or glib statistics can or should
change this committee's finding (in 1954) that the credit and exclusion principle
"confers partial relief for double taxation In the most administratively feasible
manner. Moreover, the method of adjustment adopted affords greater relief
for the low-income investor than for those at higher income levels. * * *"

Mr. Chairman, we are a great Nation, not least because our Government, from
its beginning, has attempted to administer our tax laws for the honest, and to
enforce them against the dishonest. Further, the Government has always
recognized the need for a strong, continuing flow of growth capital, and-on
occasion-has demonstrated its ability to move constructively to encourage that
flow. Now, we are being asked, in effect, to dilute-even discard-both of these
premises. With one hand, the pending bill professes to enco'lrage investment
incentive (via the "gimmick") ; with the other, it moves to destroy that incentive
(via 20-percent withholding, plus a complete return to double taxation).

It is my strong and earnest conviction that this approach constitutes needless
and (to a measurable degree) irresponsible tinkering with tlbe very vitals of
our economic system. By the same token, I believe that its incorporation into
our tax structUre will speed the eventual and complete collapse of that structure.

I hope very much that you and your distinguished fellow-members of the
Conunittee on Finance will reject these proposals, and that your views prevail
both on the Senate floor and in conference.

Sincerely,
RoBERT A. POnDsTA, Managing Partner.

(Whereupon at 4:30 p.m., the committee recessed, to reconvene at
10 a.m., Thursaay, April19, 1962.)
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THURSDAY, APRIL 19, 1962

U.S. SENATE,
COMMrJTEE ON FINANCE,

Wa8hington, D.0.
The committee met, pursuant to recess, at 10 a.m., in room 2221,

New Senate Office Buifding, Senator Robert S. Kerr presiding.
Present: Senators Kerr (presiding) , Douglas, Williams, and Carl-

son.
Also present: Elizabeth B. Springer, committee clerk; and Colin F.

Steam and L. M. Woodworth of the Joint Committee on Internal
Revenue Taxation.

Senator KERR. William Jackman, Investors League.
All right, Mr. Jackman.

STATEMENT OF WILLIAM 3ACKMAN, PRESIDENT, INVESTORS
LEAGUE, INC.

Mr. JACKMAN. I am William Jackman. I am president of the In-
vestors League of New York.

The Investors League is a nonprofit, nonpartisan voluntary member-
ship organization ol thousands of individual investors, small and
large, residing in the 50 States of the Union.

Mr. Chairman and members of the committee, speaking on behalf
of the thousands of investor members of the Investors League and
the millions of other investors and savers with savings accounts in
banks and savings and loan associations I am grateful-for the oppor-
tunity of expressing their feelings on the withholding of tax on in-
terest and dividend payments.

Withholding of tax on dividends and interest is equivalent to the
Federal Government ordering the millions of shareowners in the
American economy and evm greater numbers of people with savings
in savings and loafn associations and banks to lend it money without
even one red cent of interest.

Dressed up in any fancy language you like, this proposal smacks
of police state metlids inasmuch as those who are not liable to pay
any taxes are being forced to give the Government money which, in a
great many instances, at the expense of a great deal of effort on their
part, the Government's and the paying corporation's will be refunded
to th6m, if they are lucky. It is in a sense burning down the house
to catch the mouse.

Saddest of all is the fact that these investors and savers would have
to wait a considerable time to recover the money withheld. Many of
our thrift.milided citizens could use such fuffds to buy needed groceries
during the year. •2 1
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On the other hand, gentlemen, everyone who makes all innocent.
mistake in filing an income tax return is charged interest on any extra
tax that he owes.

One wonders about our elected representatives when such events
take place like the "distinguished" Representative from Maryland who
apparently developed a prodigious appetite for food when traveling
abroad at taxpayers' expense. As I recall, he spent something like
$33 a day for his meals and some other idiotic figure for lodging.

Senator KERR. Mr. Jackman, if you want to take your time and
criticize the individual Membeis of the Congress, you can do so. I
fail to see any connection between that and the merit of the matter
you are discussin . But y'ou may devote your time to it if you like.

Mr. ,JACKICMAN. T he only point I want to make there, Senator, is
the fact, this same gentleman was in favor of these taxes but he doesn't
seem to give much consideration when he is on a job like that, so we
will skip it.

The argument has been advanced that there is now withholding
from wages, so why not a withholding of dividend income and
interest? There is it vast difference, not the least of which is this:
Wage withholding considers the payee's tax bracket and the income
from wages is not taxed twice as is the case of the small investor's
dividends: (1) the corporation is taxed and (2) the recipient of the
dlividenls is taxed on the same money.

Furthermore, when wages are spent there is nothing left to pay
additional tax with, while in the case of stockholders and savings
bank depositors, the capital stands as security for the additional tax
paymnelt.

B believe ne, investors and those with savings accounts tare as fair-
minded as anyone else and this withholding infers that all investors
and people with savings accounts are a bunch of crooks.

Actually, all stockholders should now know that they must include
dividends in their taxable income. We believe practically all of them
do so. Those few who do not should be penalized, and the Govern-
ment has, in its possession, returns fiom alt-corporations, the evidence
to convict them.

The forthcoming automation of income tax returns is a step in tile
right direction. A good public relations job by the Treasury Depart-
ment would bring to the attention of all taxpayers that when this
automatilm is in effect, all dividends and interest receivers will be
known and that those who lhave inot. reported such income will sufferthecconsequences..• .

MtMh has been said and written about the diidend -gap. There is
no way of knowing now what the dividend yield will be for 1062 or
for subsequent years, of course. Nor is there any way of determining
now how much interest oil savings will be paid out in the ensuing
years.

While the totals may grow annually, is it not a justifiable conclu.
sioti to expect that much of the gap will be closed as a result of tle
Treasuiy's intensoifled Minformttion program? Add to thii the pub.
licity given the subject through the Nation's batiks and savings and
loans and the fact the public grows more enlightened every dty oil
matters flnlitheial.

2182
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* Why, I ask you, must there be such a frantic rush to institute a
system of withholding of taxes on dividends and interest? The Treas-
ury's vast and ever-growing family of electronic sentinels is just now
beginning to earn its keep.

Within the next few years, these mechanical monsters will wield
even greater power as tax collectors. The very fear of these almost in-
fallible electronic sentries should be sufficient to bring in the amounts
rightfully belonging to the Terasury.

A program of withholding of taxes on dividends and interest can
only ring about a chaotic situation, touch off a wave of resentment,
and heap an avalanche of paperwork on banks, savings and loan as-
sociations, corporations, and millions of persons.

The plan would be a headache to everyone involved and, make no
mistake it would be costly---costly to government, private business,
and the banking community. It would be costly, too, to the taxpayers,
who would find-some of his reinvestable funds in someone else's hands
for as long possibly as a year. How, I ask you, can the savings de-
positor obtain the loss of the compound interest on the 20 percent
withheldI

Why, in heaven's name, must every person, large or small, who re-
ceives a dividend from an investment or interest from his savings,
be suspect? What has happened to this great Nation that it now
feels it must view a man guilty until he proves his innocence ?

In addition to the burdens heaped upon the individual by a with-
holding of tax on dividends and interest payments, what would be the
procedure for such organizations as regulated investment companies;
these are basically conveyor belts upon which are carried huge
amounts of dividend income to shareowners.

Under the proposed withholding of tax on dividends, these invest-
ment companies would have a twofold problem: (a) taxes would be
withheld from them by declaring corporations and (b) the invest-
ment firms in turn, would have to withhold tax on basically the same
income which they distribute to their shareowners.

Keep this in mind, too. The vast majority of shareowners in in-
vestment comanies are the smaller investors-the people with little
extra money left at the end of a month, but who are determined to
buy a stake in American industry through the professional manage-
ment of the investment companies.

Withhold from these small people the slight amounts in dividends
due them and you create a hardship. Not only that, but you go
a long way toward killing the incentive to invest. And without in-
vestors in private industry, the America as we know it will cease to
exist.

We do not believe that any known system designed to ease the
apparent hardships upon many persons'not subject to tax or are tax-
able at a rate lower than the withholding rate, is feasible without
tremendous expenditures of clerical time and expense to both the
Treasury and the dividend and interest digb(rsing agents. Moreover,
a substaritiad volume of errors will inevitably result, creating consid-
erable conffSion and correspondence. Gbntlemen, in c6noltuion, the
ifivestors and savers thti'ughouit the land sh~ffld niot be subjected to a
wvithhildingOf .the tax on their dividends and interest. If for one
moment youbolibve that I am speaking fdr a small miiffiiity of stock-
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holders or a handful of people with bulging bank accounts, I ask you
to observe the proof that my feelings echo those of thousands upon
thousands of people across the Nation.

Here, sirs, is a picture of a petition that was signed by 7 million
people. Had I brought it here there would have been no room in
this hall for anything but the petition.

This picture, however, illustrates rather vividly its magnitude and
the wil of the people, mostly the little people with a few shares of
stock or a savings account which a vast majority of them have ob-
tained through frugality and the sweat of their brow to improve
their own social security.

These people who back American enterprise with their modest nest
egg, represented by a stock certificate or passbook, are the little people,
the people whom you would place a tremendous burden on.

In fact, in some instances it would be necessary to sell or get rid
of their savings in order to live while awaiting their refunds. More
eloquent than anything I have said, or anything I could say, is illus-
trated by this picture of petitions representing millions of signatures.
Can you, in good conscience, let these people gown I Or will you de-
cide not to hurt them all to punish a few evildoers?

This Nation looks to you to make the right decision on this very vital
issue. A withholding of tax on dividends and interest as I have tried
to show, is an unjust and impractical innovation anA should be de-
feated.

Thank you very much,
Senator KEIRR. In your prepared statement you say-

We do not believe that any known system designed to ease the apparent hard-
ships on many persons not subject to tax or are taxable at a rate lower than the
withholding rate.

Would you give me the details on those that are taxable at all who
wotld be taxable at a lower rate I

Mr. JACR(AN. There are many people who have a total income, not
necessarily by virtue of age. Take a schoolteacher who has retired
who hfts a total income possibly of $2,300 a. year. You take 20 percent
of that. She has got no tax to pay in the first place. There are many,
many thousands and thousands of those kind of people. You, have
made a proviion-

Senator KRnn. But if they are taxable, is not the lowest rate 20
percent ?

Mr. JACKMAN. They would not be taxable at all.
Senator K n. I krow, but you said, "or are taxable at a rate lower

than the withholding rate."
Mr. JACRMAN. Of cWise, if it is lower than the withholdin rate,

again depending on the deductions, depending on the income; F they
are below the income tax rate the normal rate of 20 percent, that is
the picture T mean, I thifnkis in answer to what you say, Senator.

Senator KRRn. I am interested in your organization because while I
own none of it, I have those which are ndhIproflt organizations also.
Apparently yours was intended to be. 0

fr. JACKMAN. Nonprofit?
Senator KCEn. Yes.
Mr. JACKMAN. It is.
Senator ICEUR. Explain to me the basis for its operation.
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Mr. JACKMAN. Well, it is a membership organization. I think a
very good way, Senator, to express it would be to say it is kind of a
union of investors, it isn't a union except that they pay $5 a year to
belong to the Investors League.

Senator KElR. You are just a trade association?
Mr. JACKMAN. That is right.
Senator KERR. Well, fine.
Any questions?
Senator CAnuION. No.
Senator KERR. Thank you very much, Mr. Jackman.
Mr. Edward MeNamara.

STATEMENT OF EDWARD 3. MoNAMARA, TREASURER, CORPORATE
TRANSFER AGENTS ASSOCIATION

Mr. MONAMARA. My name is Edward J. McNamara; I am treasurer
of the Corporate Transfer Agents Association.

The membership of the Corporate Transfer Agents Association in-
cludes the major organizations in the United States who act as their
own dividend disbursing agent.

Our members are responsible for the issuance of more than 32
million dividend checks each year to approximately 8 million stock-
holders. On their behalf Iwish to state that we are primarily opposed
to any withholding particularly in. view of the additional work and
expense imposed on us by the recently enacted bill requiring account
numbers for stockholders.

Further, our members have given a great deal of cooperation to the
recent campaign by the Treasury Department to inform taxpayers
of the necessity to report dividends and interest.. We believe that if
this educational campaign is continued and in addition we furnish the
stockholders account numbers to Internal Revenue, the unreported
dividend income will be materially reduced.

Consequently, there will not be any need for the proposed with-
holding program which will be expensive and eitunbersomne to ad-
mittister for both the Treasury 1)epartment afid the individual
corporation.

In addition many of our stockholders will be seriongly inconven-ienced by having part of their dividend withhld arid then having to
file a complex' report of the withholding In their tax return. We are
afraid the regulations under the bill as proposed would result in
considerable nisunderstandiig by stockholders as to the proper
amount to be reported In their tax retains wlich we believe will cause
a considerable amofuiit of additional correspondence with the corpo-
rations.

If exemption certificates are to be included the only practical way
that dividend cheeks may be properly drawn is to provide for theni
on a permanent basis so that the corporation will not have to con-
tinully change their records if the stockholder overlooks the renewal
of theit, exemption at the year end. .

From an operating stalndpoint the parl which is 'particularly ob-
jebtib tIble to us is the inl ti6hn of exemption certificates for mioflrs
and oilter groups with expirationdates Which wonid be a burdensome
and costly plan to carry out.
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11r believe that the institution of withholding at this time is prena-
ture as the Internal Revenue Service has not had time to measure the
effectiveness of the identifying numbering system which has recently
been instituted.

In view of t he additional costs which the corporations will incur in
connection with the numltibering p1rorain it does not appear to be
equitable to impose upon them the additional costs and administrative
problems which the withliholding program will entail.

Senator KVIIR. Thank you, sir, for your statement, Mr. McNaIara.
Mr. John Sadlik'?
Mr. Rowland A. Robbins, Association of Mutual Fund Plan Spon-

sors, il.

STATEMENT OF ROWLAND A. ROBBINS, PRESIDENT, ASSOCIATION
OF MUTUAL FUND PLAN SPONSORS, INC.; ACCOMPANIED BY
ANDREW B. YOUNG, ATTORNEY

Mr. 11o1nixs. My name is Rowland A. Robbins. I am president of
the Association of Mutual Fund Plan Sponsors, Inc. on whose behalf
I speak to oppose the withholding of income tax on dividends as it
aftects contractual planholders.

I a11 also chairnian of First Investors Corp., one of tihe largest and
oldest sponsors of contractual plans for the accumulation of mnuttl
fund shares, or regulated investment companies as they are defined in
the Internal Revenue Code.

Basically, the mutual fund provides full-time professional super-
vision of a deversified investment account. Our plans are a means
wvhereby shares of mutual funds may be systematically accumulatedby
people who can afford to save $1I5, $20, $5 or more a month, for ill-
vesting-after providilig for their other basic financial needs.

Contractual plans are created under custodian agreements between
plan sponsors and large, established banks or trust coml)anies. The
custodian balk recees payments made by pltllholders. It invests
the net. paymlelt, after fees and charges, in sharies of a specified nuitual
fund at net asset value anid without further sales charge. The els-
todian bank maintains an individual account for each pl]Inholde,.
It. holds the mutlual fth|d shares )urchased for the account of pla-
holders. It receives the dividends and capital gains payments made
on these shares.

In almost every case, the custodian bank is instrutetd by the phul-
holder to reinvest those distributions in added shares of ohe mutiAl
fund In order to chlpotflld the growth of the plan.

Close to 11/2 millldn people, residillig in almost every State of the
Union, hold eontmetual plans. They are, by and large, people Of
modest leans who are b1tilding equity investments through these
llis ott of their savings.. The till "Ithrtift plans" 'once tised to

desemtibe ceontietitrtl plans, is a very apt description of whit these
plans m110an1 to the people vho have th i.
Tie phltis represent hopes for the achievement of future filinltly

goals-sudI as educntion of clldlhon, I'etivobfmt, or home-purches-
ing-out of savings. The divitkhd v1hivesttnent privilege, used by
Sidittilly tall eoitihRitil lalllls, is at vital eleniUt in the sue(.ss

of th ir p1lns, especilt'ly as this is donie fol them vl ti it eost.
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It enables the pl.nholder to reinvest and thus compound the divi-
dends payable to him-dividends which consist of interest and divi-
dends paid by a hundred or more corporations, and such capital gains
as may have been made by the underlying investment company. The
plan holder needs all the help he can get to beat inflation and achieve
financial security for his or her old age. The compounding of his
share account through full reinvestment of his dividends in thus one
of the most important features of the plan.

Thus, the usual connotation of the term "dividend" as a spendable
increment on investment, just does not apply to tie contractual
planholder.

For the plan to work as it was intended the continuous compound-
ing of these dividends is essential. The tiltiate source of an income
dividend of a planholder is the company that issued the security
held in the portfolio of the mutual fund.

When the mutual fund receives dividends from the issuers of its
portfolio securities, it passes them through to its shareholders as
taxable dividends, as provided under subchapter M of the Internal
Revenue Code.

They are received in a lump sum by the custodian bank, and credited
to and reinvested for the individual accounts of the planholders.
Planholders receive accurate statements of all reinvested distributions
for the very specific purpose of helping them to make out full and
accurate tax returns.

They do not, like bank account holders, have to bring in their pass-
books, to have accumulated interest recorded as a step in filling out
their tax returns.

Because of the ntture of the contractural plan, the planholder is
p)enalized by the withholding in a way il whidih, I am sure, neither
the Internal Revenue Service, nor the Congress intended. The tax
that is to be withheld is a tax on working money of small investors,
not. spending money. No procedures for permitting the planholder
to receive a llpaymnet of the withholding can restore to him the full
and automatic benefits oflis plan.

Senator KAIR. I want to interrupt you for just a moment.
Mr. RoliwNs. Yes, sir.
Senator Ktirr. You say you are a regulated investment company?
Mfr. Rontmos. Yes, sir. under the Tax Code, we are.
Senator Kimm. In order for your corn pany to not be liable for tax

on the dividends it receives or its holdinigs earned, those dividends
have to be passed through to the sharelOlders, do they not?

Mr. Ronnms. Correct.
Senator Kmu. When?
Mr. RomlNs. May I pass this on to counsel here who is a tax expert,

anid has lived with these plans for many years, sir?
May lie be permitted to answer the question?
Seinator Kiirr. Who is he supposed to be?
Mr. RonINs. Mr. Andrew V ontg.
Senator Kriti. You identify yourself.
Mr. Youxo. I am Andrew 1.' Yotuig, attorney from Philadelphia.
Senator Kmmn. A Philadelphia lawyer?
Mr. Youxo. Yes, sir. [Laughter.)
Senator Kmrut. I have heard about you all my life. I am glad to

see you.
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Mr. YOUNG. I might add that perhaps the proposed legislation is
confusing enough to confuse even a Philadelphia lawyer. That is not
what I am here to say.

Senator Knwu. I would say that you are confused, indeed, if you
understood me to be asking about the proposed legislation.

Mr. YoVG. No, sir.
Senator KERR. Tile question I asked was whether or not the earnings

of a regulated investment company must be passed through to the
shareholders in order for it not to be taxable to the investment com-
pany.

Mr. YOUNG. Yes, sir.
Mr. Robbins answered that in the affirmative, yes, sir.
Senator KE.RR. Then I asked him when they should be passed

through.
Mr. YOUNG. Yes, sir.
Senator KERR. Is the practice the year they are earned, 10 years

after they are earned, the year after or when?
Mr. YOUNG. All right, sir.
Senator KERR. I am talking about the law.
Mr. YouNG. I am talking about the law and then explaining the law

as it has been applied by the Internal Revenue Service.
My understanding of the law is that the regulated investment coin-

pany must, in order to relieve itself from the obligation to pay tax,
distribute the earnings that it receives to or for the account of its
shareholders.

Senator KERR. When?
Mr. Youxo. And those distribUtions must be made on or before the

15th day of the third following month and with respect to capital
gains dividends the declaration of capital gains dividends must be
made before the 30th day of the month following the close of the year.

Senator Kmwm. That amounts then to a current passthrough, doesn't
it?

Mr. YOUNG. That is correct, sir.
Senator KERR. Then I want this gentleman to explain to me the

plan. The statement says:
Thus the usual connotation of the term "dividend" as a spendable increment

on Investment, Just does not apply to the contractual plan holder. For the plan
to work as was intended, the continuous compoutiding of 'these dividends Is essen-
tial.

How can you compound them if you pass thetithrough?
Mr. YovNG. Sir, they are passed through by this procedure: When

the dividends are paid, they are credited to separate accounts main-
tained by the custodian baik for each plan holder. The plan holder
has the right by either comr pletely termintting or partly terminatilig
his acC6tit, to get out all balafces ineltudhig the recently received
dividends. He can get that on demand d on the concept-of construc-
tive receipt tlat has been consistently treated the same as though it
had been paid out to the plan holder, just the same, if youwill, as
the interest is credited to the account of a savings bank holder who
has the right to witldtaw it although he might not have withdrawn it.

Senht6r KERR. Well, if it is passed through it is his property
isn't it?

Mr. YouNo. Yes, sir.
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Senator KEnR. And 'it cannot be passed through unless ahd until
it is his property?

Mr. Youxo. That is correct.
Senator KFun. And when he receives it, whether it is constructively

or by implication or in a manner that he himself has contracted for
it to be, it is after he has received that and is exercising ownership
of it.

Mr. Youwo. That is the philosophy of the law; you have stated it
correctly.

Senator KERR. I am not interested in the philosophy of the law.
I am asking if that is the reality of it.

Mr. YofNG. It is the reality in the sense that the man can on de-
mand withdraw the money; yes, sir.

Senator KERR. Well, he can.' It is hisunless he, of his action, does
something else with it, isn't it?

Mr. Y6UNG. Yes.
Senator KERR. It isn't passed through to him until he gets it, is it?
Mr. YOUNG. It is passed through tolhim, sir, in the same sense that

a mutual savings bank-
Senator KERR. I am not talking about the same sense as a mutual

savings bank. I am talking about a regulated investment company
under this tax law.

Mr. YouNa. That is correct, sir.
It is passed through, whether-
Senator KERR. Well, if it is passed through, it is his, isn't it?
Mr. YOUNG. Yes, sir.
Senator IERR. And title vests in him immediately?
Mr. YouNo. Well, let's not bother about title, if you please.
Senator KEan. Well, I am bothering about title.
Mr. YOUNG. Well, if you will, title at that particular time happens

to be in the custodian.
Senator KEmIp. Then it hasn't passed through to the beneflciTry?
Mr. YOUNG. But it is subject to withdrawal on demand.
Senator KERR. Then it hasn't passed through to him if le has to

do something else to get it.
Mr. YouNa. No, sir; it hasn't passed through any more than the

mutual savings bank's interest has.
Senator Kitm. I am not talking about the muttual savings bank. I

am talking about the law that says the only way that a regulated
investment company can avoid paying taxes on its earnings is to pass
them through to the shareholders.

Mr. YOUNG. Well, sir_
Senator KERR. And you told me that is the law.
Mr. YouNG. Yes sir. That is the- well, go ahead.
Senator K&Rn. ITell, it either is the law or it isn't. Do you know

whether it is or not?
Mr. YOUNG. Yes; I do know it is the law.
Senator KERn. Is it the law f
Mr. YOUNG. I believe if you will permit me to say so, that we are

quibbling aboat semantics.
Senator Kp.mt. Yout are quibbliffg, and I just want you to answer

my questions.
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Does the investment company have to.pass that earning through
in order to pay-avoid paying tax on it?

Mr. YOUNG. Will you permit me to say what the law says ?
Senator KERR. Well, if you don't know what it says, just tell me

you don't know.
Mr. YOUNG. The law says
Senator KERR. It happens that I do know what it is.
Mr. YouNG. I am confident you do, sir.
Senator KRRR. I helped write it.
Mr. YouNc When you are saying "passed through" in the revenue

sense you are saying that aypropfat action has ben taken so that
the shareholder may properly be taxed. That in that sense it has
been passed through.

Senator KERR. Have you got the law, Mr. Stai?
Mr. YOUNG. The law actually says that the--the regulated invest-

ment company is relieved of tax if it is entitled to the dividend paid
credit.

Senator KERR. If what?
Mr. YOUNG. If a regulated investment company in entitled to the

dividend paid credit. It is thereby relieved from tax. You then
look to the section-

Senator KERR. Now, wait a minute.
Mr. YOUNG (continuing). Mich defines the dividend paid credit.
Senator KERR. Come here, Mr. Stain, and show me what the law is.
Section 855 of the Internal Revenue Code of 1954.
Mr. YOUNG. Yes, sir.
Senator KERR (reading):

DIVIDENDS PAID fY REGULATED INVESTMENT COMPANIES AFTER CLOsE Or TAXABLE
YEAR

GENERAL Rt'LE.* * *
for a taxable year makes a distribution as provided in subsection (a) of this
section, the shareholder shall consider the amounts prescribed in section 853
(b) (2) allocable to such distribution as paid or received, as the case may be,
in the taxable year in which the distribution is made.

Now, that refers back to 853 (b) (2).
Now the basic section is-staff member tells me is 852(b).
Mr. YOUNG. Yes; and the phrase "shall consider" are the words.
Senator KERR. Taxation of coMpanies and shareholders.
Mr. YOUNG. Yes, sir.
Senator KERR. (reading):
Imposition of normal tax and surtax on regulated investment companies.

There is hereby imposed for each taxable year upon the investment company
taxable income of every regulated investment company a normal tax and surtax
cofflfited as provided in section 11 as though the investment company taxable
income were the taxable income referred to in section 11. For purposes of com-
puting the normal tax under section 11, the taxable income and the dividends
paid, deduction of such investment company for the taxable year computed with-
out regard to capital gains dividends shall be reduced by the deduction provided
by section 242 relatig to parttilly tax exempt interest.

If I utidrsta1fd thitt law, the investment Morpa ny is relieved of
taxation only if it declres the dividend and'distIbutes the dividend.

Mr. Youxa. That is coi'rect.
Senator KERR. To the shareholder.
Mr. YOUNG. Distributes is correbt.
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Senator KIR. If it distributes it to the shareholder that means tfhat
title to it has to vest in the shareholder?

Mr. YouNa. All right sir-I won't quibble over the amenities ol
title, if you please. I will accept your statement, Senator Kerr.

Senator KERn. Then that being the case, I want to know-how there is
continuous compounding of these dividends except with the consent of
the shareholder in whom title to that dividend has vested, and a means
whereby he returns it to the investment company for further invest-
ment?

Mr. YoUNG. There is no question that it is done with his consent.
That consent was-

Senator Kiii. There is no question first that that has to be donieI
Mr. YOUNG. No; there is no question about that, sir. And that con-

sent was given at the time the original agreement was made in advance.
Senator KERR 1 Well it can be or it need not be.
Mr. YouNG. Yes. Well, it happens in this case to have been done

that way.
Senator KEPRR. And if it was, then the shareholder is dealing with

his own taxable income?
Mr. YoUv. Yes, sir. He has a perfect right to possess himself of

that income.
Senator Kmrni. It is his income?
Mr. YouiG. Sure it is; yes, sir. And we have treated it as such.
Senator KERR. And if lie makes a contract with reference to it he is

dealing with taxable income?
Mr. *YouNTG. That is correct.
Senator Ki!n. Then it cannot be a situation of continuous coin-

pounding of these dividends without the consent and the agreement
of the shareholder with reference to his taxable income.

Mr. Youxo. They could not be compounded without his consent, I
agree, Senator.

Senator KtRI. Without his consent, concerning income which is tax-
able to him.

Mr. YoUNo. That is correct. It is given whether it is taxable or not.
He has given his consent-

Senator KntR. It is taxable income insofar as he is concerned until
lie establishes either that his exemptions are such that he doesn't owe
any tax on it.

Mr. YouNG. 'I won't go into the question of the source of the inioine.
Senator Knnn. It is income to the individual shareholder.
Mr. YoUNo. Yes, sir. And it is treated-it has been treated as

that. As you will see, Senator Kerr, by the statement from the para-
graphi that you are reading is we give 'im notice as requested by the

secretary of the Treasury.
Senator Kl.:nm I know. But the point I am making is this: If he

agrees that a certain anlidt of nolney which is taxable to him shall
be redeposited with this investment company-

Afro, Yova. Right.
Senator Krmu (contituing). He is dealing with ioney with refer-

eice to whidh if lie owes taxes, is taxable?
Mr. YOUNo. Ye.; thAt is correct. Hlie has mntale thitt agreement.
Senator Kim. And if lie does he does so on his own responsibility

and the Goverinient isn't respdlsible for- it.
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Mr. Youwo. The Government has no responsibility for that decision.
Senator KxR. Now, the law made a very special provision for these

investment coranies-
Mr. Yotmo. Yes, sir.
Senator K R (continuing). At their urgent plea and request. I

was here when they made it. They asked Sam Jones how he knew
he had religion. He said, "I was there when it happened." I was
here when they made that request. We gave them that privilege.

Now, so far as I am concerned that income is going to be taxed to
them or if that shareholder is in a bracket wherein any of his income
is taxable it is going to be taxable to him.

Mr. YoUNG. Senator, I agree with you and I didnt-
Senator KEm. And he cannot escape that taxation by making a

contract to return that amottlt to that investment company.
Mr. YorG. I would agree with you, sir, and I did not understand

Mr. Robbins to suggest to the contrary.
Senator KRR. Well, the contrary is suggested in the Jangcage; for

the plan to work as it was intended the continuous compounding of
these dividends is essential.

Mr. Ro3BINs. Senator, may I interject a comment if you please, sir?
May I say that perhaps this has been lost sight of. These plans,

Senator, offer a method of long-term accumulation and, as such, the
reinvestment of compounding and dividends add much in producing
the end results after 10, 15, or 20 years.

Senator KERR. I can understand that.
Mr. ROBBiNS. These people, sir, do pay income taxes on thege divi-

dends. At the time they make the contract they instruct the custodian
bank to reinvest their dividends and apply them to the purchase of
additional shares. Each year at the end of the calendar year, the
custodian bank and plan sponsor send out 1099 forms to the plan-
holders reporting to them what part. of their income shotild be reported
on their individual tax return as ordinary income; what part, if any,
is realized security profits and what part return of capital, if any. We
do that in order that those people can report that dividend even though
they haven't physically taken it, and while they have used it to com-
pound, the still nevertheless have the responsibility of reporting It.

Senator KCERR. Well, even if the check had been delivered to them
and they took it over ard deposited it In the bank they wouldn't have
physically taken the mohey.

Mr. Ronnis. True, bitt their responsibility obviously is to report
it, and thhit is why we send this tax info6ri1ttion oUt.

Senator K.RR. They have just as much control over that dividend
when it is deposited to their credit as though the check had been
delivered to t-iem or else it has not been distrited as required by
the law.

Mr. RonlNts. There is no question about tlit.
Senator Krzt. Now, then, the investment coipoany itself has a

special tax treatment by reason of the fact that the income earfihd on
its investments is required to be passed thrdtngh, declared, and de-
livered to the shnreh6ldr?

Mr. Ronhiws. Right.
Senator KEn. Whatyou are asking for is thif in Order thht the

investment co6i py may do a better ob -for hi. and make a proper
attractive p&6dposition to him that not only the investment company

2192



REVENUE ACT OF 19062

should have a special tax treatment but that the shareholder should
be treated differently than a shareholder who received a dividend
direct from the company that paid it.

Mr. RonnzNs. No, sir; I am sorry, I cannot agree with you; that
is not-

Senator KERR. I understand you can't, but that is the way I inter-
pret it.

Mr. Ronn Ns. I am very sorry, sir, those are not the facts.
Senator KERR. Those are the facts. If we were to pass a law that

said that the man that received a dividend in the form of a check from
the company that paid it would be subject to withholding but that
a shareholder who received a dividend passed through by an invest-
ment company would not be subject to a withholding then we would
be giving the shareholder in the investment company a special tax
treatment.

Mr. RoR.INs. We are asking for no special consideration or tax
treatment, sir. We are not asking that at all.

We are asking simply-may I, Senator, ask this, please. May I
continue my statement because at the end I think if you gentlemende-
cide there should be tax withholding on dividends as applies to regu-
lated investment companies, the memorandum we are fling with your
committee will, I believe at least outline a method for eliminating the
confusion, as we see it, that will be created unless some consideration
is given to our problem.

If I may, sir, may I continue my statement and then if you have
any further questions-

Senator KERR. You can when I get through talking with you.
Mr. Ronwns. Yes, sir. Very good.
Senator KFn. We are both here.
Mr. RonINs. My only reason for suggesting this, Senator2 is that

it seems to me, provided you permit me to continue, you will get a
clearer grasp of what I am attempting to convey, which is that we
are both saying the same thing but in perhaps a-

Senator KERn. Here is what I am saying to you. .I am not saying
whether I am for a tax withholding on dividends or not.

Mr. RonmINs. Right.
Senator KERR. I am saying to you if such a principle is written

into the law there is no basis for your shareholder to be treated any
differently than if he were receiving his dividend check direct from
the company that paid it instead of receiving it through you, thht is
what I am saying.

Mr. RoAits All right sir
Senator KERR. All right. .Now you can go ahead.
Mr. Ronn is. Thatik you, sir. I believe we were-
Senator Knm. You were on the point where you had just said-

withholding can restore to him the full and automatic benefits of his lann.
Mr. RonnxNs. Correct. As I will ghow, many planholders, as small

earners, are exempt frim any Federal tax on dividends-and with-
holding is anltterly unwarralted step foxt them.

Even if the plafiholder is subjecttotax, the withh6ldihg works a.
hardship on him. Should he attempt to'make extra paymiota out of
tax reffinds to restore his plan in ful, he will be chnilgilhg the rdutite
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of the plan and would inevitably be charged extra custodian fees
which may be prohibitive in view of the small amounts involved.
The most likely result in most cases, would be the withdrawal of the
withheld amount from the plan.

Let me illustrate how adversely this can work, by showing the ex-
porience of a planholder in a conservative and established mutual
fund. '

If, like many wage earners, he had been able to set aside only $20
a month beginning in 1941 and had completed his payments in 10
years, he would have invested a total of $2,400. Assume that all his
dividends and distributions were reinvested-not only during the 10-
year payment period but 10 years beyond the payment period; namely,
through 1960. He would have built an estate of $9,900. However,
the value of his shares at yearend 1960 would have been $1,100 less-
just about half of his total payments-if he had been forced to wifl-
draw 20 percent of his dividends from his money at work.

Systematic savings plans like life insurance entail costs in their
operation; and the smaller the transaction involved, the heavier be-
comes the burden of administrative cost. Many custodian agree-
ments make it possible for the custodian bank to increase their charges
should duties, in addition to those now devolving on the banks, be
im posed.

Iam certain that any amendment of current plan procedure to ac-
commodate the operation of plans to the withholding provision will
involve material added costs if it involves any added factions for
the custodian bank.

I emphasize this point because mutual funds, who are the payers of
distributions to custodian banks, do not record individual contractual
planholders' accounts. This is done by the custodian banks.

These mutual funds cannot, therefore, receive and honor exemption
certflcates of platiholders who are not sharelolders of record.

This will probably have to be done by the banks and will involve
added accounting procedures and cross bookkeeping with the mutual
funds-which are not present functions of custodian banks.

Further, as I shall show, plan accounts involve multitudes of very
small dividend payments. This means that the costs involved by
withholding will entail an undue expense upon the structure of the
industry as a whole. The net effect will be a serious impairment of
a system now carefully designed ovew these ninny years to iatke sys-
tematic investing feasible for the small investor.

It should be bviois that while I speak nominally on behalf of the
Association of Mutual Fund Plan Sponsors, I speak in fact for close
to one and obe-half million small investors-small business owners,
professional people, and skilled find semiskilled workers throughout
the Nation.

These people have already made payments of $1.5 billion on their
plans. They are scheduled for the investment, under planhs, now in
effect, of some $4.6 million. im-

They are important people, and their saved nney is vitally it-
portait to them. I do not thilk Olfiit they are tax evardors. Ido Mot
argue for tax evasion.

Their responsibility for the payment of taxes is clearly pointed out
to them each year by the sponsor don Illiies. Thit the initiative they
have slown for thft by their t'ftlbipatl 1ii these plMs sh6iuld nt
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be discouraged by withholding amounts that at the time seem in-
significant but over the years can account for half of their payments.

The refund technique invites enormous administrative complexity
and expense for many small payments. The figures for one repre-
sentative plan sponsor indicate that 63 percent of planholders make
monthly payments of $25, or less. It is therefore safe to assume that
many of these people are not subject to Federal income tax withhold-
ings on dividend income, as illustrated by the breakdown of a recent
quarterly dividend on 117,000 plan accounts: 34,000 of these accounts
involved a dividend payment of $5, or less; 28,000 of these accounts
involved a dividend payment of between $5 and $12.50.

And here we have accounted for 53 percent of one sponsor's con-
tractual plan accounts-which is representative of the industry's ex-
perience.

In 1962, each of these plapholders will receive less than $50, the
amount of the dividend exclusion-under the present law.

Furthermore, floures indicate that over 73 percent receive less than
$100 per year in distributions. To the exent these accounts are jointly
held, the dividends would be excludable.

In closing, I am not expressing any views on the general subject
of withholdifng. I am not a tax expert and am not attempting to sug-
gest to this committee how to remake the bill. But it should be re-
made--to avoid the penalties and complications to contractual plan-
holders who do not fit the popular conception of stock market "in-
vestors" receiving "dividends."

If however, it is the opinion of the Senate Finance Committee that
withholding is necessary, we respectfully suggest that holders of con-
tractual plans as provided for in sections 26 and 27 of the Investment
Company Act of 1940 be fully exempted from section 19 of this bill.

If, however, such exemption is not granted despite the reasons as
outlined, I am submitting a memorandum for the record which would
accomplish this objective and permit, at least, manageable operation
of withholding as applied to mutual funds and contractual plans.

(The memorandum appears at the end of Mr. lobbins' testimony.)
The best solution, however, as I have indicated is the total.exclu-

sion from the w rloldin requirements of "dividends" paid to nu-
tal funds and cotitractual plans.

Senator DOUGLAS (presiding). Thank you very much, Mr. Robbins.
While disavowing any position on the question as to whether or

not withholding should be practiced on divfdends and interest, I take
it your testimony is adverse to that?

'Mr. Ronims. Yes, sir.
Senator DOUGLAS. And constitutes in the main an argument against

withholding?
Mr. Rofiffis. Yes, sir.
Senator DOUGLAS. Now, I think you mentiotted at one point in your

pa or that 71 percent-
Mr. Ronms. Seventy-three pefeent appears on page 5, sir; further-

more, these flgores iidite thait over 73 percent received under $100
per year on distribution; is that the figurQ, sir?Ti percentage does appear at the bottom of page 6.

Senator DoitLrAs. No-oh, yes; 53 percent of plnflholders make
payments of oily $25 or less, and you d6hilt fle fr omn this thfit it, is,
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therefore, safe to assume that many of these people are nbt subject
to Federal withholding tax on dividends and income.

I don't see this follows at all, because in the first place, monthly pay-
ments of $25 would be $300 a year. The average savings in Amerqcan
society runs around 8 percent of income, and of course the percentages
increase as income increases, and decrease as income diminishes, so
'ven if all the savings were made in the plan, I think this would indi-

cate that it $300 savings, would indicate an income of probably not far
from $5,000; it certainly would be subject to income tax under those
conditions, and, of course, there is always the possibility of multiple
(lest nations of savings.

So I think you have indulged in a non sequitur in this matter.
Do you have any reply to that.
M.r Ronnixs. We do. Most of the companies at the time applica-

tion is made by an investor to become a so-called contractual plan-
holder executes a form questionnaire.

Its purpose is to qualify the individual, and establish the fact he
has already established his so-called emergency funds like a savings
hank account, life insurance and is, therefore, eligible and qualified
to initiate an investment account, that is obviously subject to market
risks.

I believe it to be a fair statement that in answer to the question
appearing on their application whether you carry other Investments,
the majority of the people will answer "No," so that in effect these
plais (1o represent to be their only investment.

Senator DoVoLAS. Very well.
You also poiit out that many individuals automatically reinvest

their dividends in a mutual fund and from this you argue that a
M-percet withholding would cut down the amount. that is reinvested
and that thus reduce the shareholders' investment in the fund.

Of course, this is an affect that naturally calls for withholding.
It applies to all savings, not only to mttuil funds, and to the degree
that most people do not withdraw the interest credited to their savings
accounts, withholding will have the same effect on savings accounts.

Mr. Ronims. Of course.
Senator DorIAIs. Now, you are perilously close to taking the posi.

tion, whieh you disavow in the succeeding paragraph, that the people
who reinvest their interest do not pay taxes upon it, and, therefore,
ytu shouldn't have thoem pay taxes because this wdoild diminish the
,unitihitive lihtfire of their savings. This is perilously close to a plea
for tax evasion-bix evasion as a means of ineretsinlg savings.

Mr. ]Ronnixs. May Mr. Young answer that question please?
Mr. 'Yot,,o. Senator Douglhs, although I am here only as a "tax

expert'; and nIt as an experienced psycllogist I would say from my
own observatin, and I lave been close to the affairs of tis type of
plii fora long time, these people are no different from anybody else.

Senator Dot',As. I am not siniglitig them out for castigation.
Mr. YovtNo. Oh, no.
They aire io different, from anybody else in the sense that 'they will

itot save as ntiiteh moy unless they have to. Do yoft get the thrust
of what I in saying?

Senhit- DobVLAS. I don't like tolzy taxes, either.
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Mr. YoUNG. I am saying merely this: If the choice is to continue
to spend money-to pay money because they are obligated to do so,
is the experience let us say of the industrial life insurance business.
They will save tiat money and skimp on something else yet I am
assuming in both cases that most citizens do respond to their responsi-
bility to pay.taxes. .

However, if the spare money comes out it will be spent, it will not
be sAved, and again that has been the experience.

Senator DouoLs. Isn't it more or less boiled down to this: A good
many people feel that if they reinvest their interest, and do not enjoy
it in the form of present income for it doesn't enter into their bank
accounts, so to speak, that they don't have to pay taxes on it?

Mr. YouNG. Well, I have no opinion on that, i am afraid-
Senator DOUGLAS. I think this is one of the major sources, frankly,

of what is avoidance or evasion; I will put it that way.
Mr. Youxo. Well, at this point, .Senator Douglas, I an in complete

sympathy with what. the Commissioner of Internal Revenue is doing
right now, if you will, going to the people and trying to bring to them
consciously their responsibility for paying taxes they have not previ-
o1sl3t paid.

Senator DOUGLAS. You admit this is income?
Mr. Youxo. There is no doubt about this, sir.
Senator DouGLAs. I may say, I mentioned yesterday, that in the

first 3 days of this week I received 8 000 letters protesting withholding
and a sampling of these letters indicates that in about. a third of the
cases the writer thought that interest and dividends were nontaxable,
and this has puzzled me a. lot.

I think a large percentage of these cases are people who do not
take the interest and dividends into their own bank accounts but rein-
vest them in the source from whence it came.

Now, this is a mistake. In some cases it is a conscious mistake.
In many cases-it is an unconscious mistake. And I am ready to believe
that in most cases it is an unconscious mistake. But you state very
emphatically that it is a mistake.

Mr. YOvNG. There is no question about it, sir.
Senator DOvaLAS. NOW, the figures seem to indicate that of the

$15 billion distributed in interest and dividends and we get these
figures from independent sources, that close to to $4 billion is not de-
clae'd by the recipient and therefore avoids or evades taxation and
that we are losing not far from $800 million a year in tax revenues
whielf are actually owed.

This means the bttrdens of those who do pay have to be heavier
hecautlse of ocompli~uce on the part of those who do not. So we are
(lealing with a. very real evil here.

Wotld you say thait we should eliminate witliholding on wages and
salaries

Mit. Yorm~o. Obviously the answer is"No."
Senator I)ou,,vis. The lntswer'is"No.".
M'. YobU,4. Obviously the answer is "No."
Senator DoVLAs,. How can you say, it is proper to withhold on

watiges and salaries bt. imnirpe' to withhold on dividends and in-
terest..

Mr. Ybmsra. Tet. me say this, Senator, arid I will acept yeuit.ajor
p)reihi e, which I think is correct, that a lI'rge atimilitn of this tin-
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reported income that is in the gap has been due to ignorance, in-
advertence, or what have you. It is not an indication of a widespread
general conspiracy against the Government.

I believe that all of the people who have had the advantages of the
advice given by the presiding witness, who was testifying as to what
the corporate fiduciaries have been doing by sending out the special
notice that the. Commissioner has requested, can no longer claim
ignorance. I know that every planholder of the association that is
represented here, is not only advised as to his requirement to pay
taxes, but also the amount he is required to report.

Senator DouOrLAs. Why shouldn't we
Mr. YoUNG. I believe that the solution is in that direction.
Senator DOUGLAS. All right. Why not scrap the withholding sys-

tem on wages and salaries and merely have the people who pay wages
and salaries distribute slips saying, "This is income which you should
report."

Mr. YouNyo. If you please, sir, I think that part of the thrust of
this has to do with the estabishmeit of new and complicated and
ex pensive procedures to do this.In the case of wag'e withholding, the procedure was established
initially when the social security law was passed. The mechanics of
the wage payor had been established and it was a problem of putting
an extra entr y upon his mechanical bookkeeping to do it. I am not
saying it. was no trouble. But mechanically it was done without
starting from scratch.

Senator Dotar,,%s. You are aware of the fact that in the vast ma.
jority of the cases, even under the bill that the House sent over to us
there would be no itemization! of the deductions from individual
accoulnts?

Mr. YOtTXG. I realize that.
Senator I)oUGLAs. And in the bill whicih the Treasury sent down last

year to the House, there would be absolutely no itemization? All
that would happen i wl~d be a 20-percent---

Mir. Yo-xo. It would bs a grossing.
Senator )oUGIAs (coDntinnlg), would be a 20-percent withholding

without dealing with individuals at all. Now, under the pressure
of objectors to the plan-I don't kntow that you folks testified before
the House or not-but under the pressure of objectors to the plan the
people over the age of 65 were exenmi ted from withholding, those
under 18, and noffprofit institutions. This does comip0licate matters
and I think it is very questionable whether those exemptions should
be continued.

But certainly this is simpler than the wage and salary deductions,
as I understand it which are ifidividtally witllhld aid tabulated.

Mr. YOVNG. Ifithvidtally withheld- correct, sir.
Senator DoUGrLAs. So there would be much less work administra-

tively, in the withholding of divtltflhds and interest than is now in-
curred 1i1 the witlhhlAdihtgrof wages and salaries?

M r. Younx. Well, I wouflld -lierely say wlhinthe withholding system
was installed, I beleve it was in 1942 on wages and salaries, it was--

Senftor DOVoLAs. It cMte- in with the Ritul refofrts.
Mir. YovxG. In the Riuf-ilnl ef6r*s.
Senator DotdLAs. The foigiveness pf hbi tles, so to speak, sweetened

it all iiid people were forgivdih f6r half of tle year's-
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Mr. YovG. But the mechanics Were impressed upon a system which
had been in effect, the names were known, the accounts existed down
in Baltimore and had been in effect for 5 or 6 years, and the mechanical
problem of putting it, into effeet wits inuelh less. I think we. are talk-
ing about degree rather than black and white, and so forth.

MSenator I)ouGLAS. Don't. you think it is worthwhile to adopt a sys-
ten, t simple system, to save the taxpayers of the ('ountly $650 million
of this $800 million ?

Mr. YoUNG. Frankly, Senator, I think that. anything that would
reduce the burden of tax reporting and a(lnllnistrative ri)'dens both
to industry and to the Government is in the public interest. I start
with tlt. That may not be the eont rollig consideration. I am sug-
gesting that the ADP that is being set up will set u1) a means of reduc-
ing that gap so mnaterially that when you get down to what is left it
will not be worth the burltyn and the overhiad you are imposing.

Senator DoVOAS. If you merely depend on sending information to
the recipient, and throw the burden upon the recipient to report, do
you not have to extend that privilege to wages and salaries as well.
'We all know what the difficulties in this connection are; that it is
hard for an individual to keel) track of what his income is. I-Te can
forget it very readily.

Then if the taxpayer is required to pay first, every year, and now
quarterly, payments are bulked, and they become very heavy, and it
is hard to save in advance for them. But the 20-percent witlholding
as it comes along, makes it easier and so it has turned out to be a con-
venience for the wage-and-salary person to have it withheld. This is
true even though there is overwithholding rather than to have the tax
fall like a dead weight at the end of the year or the end of the quarter.

Mr. You.G. WeU, Senator I think I would be doing a disservice
to the committee here if I undertook to give testimony on something
that Mr. Robbins was not prepared to testify and I am obviously
expressing only my own views.Senator Do' As. I understand that.

Mr. YoUNo. Yes.
Senator DOUGLAS. But you are advising us on a matter of public

policy.
Mr. YOUNo. I understand, sir.
Senator DO.LAS. And your testimony is adverse to withholding

and I think it is the privilege of a Senator to qttestion a witness abOut
certain other aspects.

Mr. YotUG. I am merely suggesting, Senator, you are getting in-
formmationon this particular narrow subject that could be given much
more effectively by people better prepared than I.

Senator Dorao~s. We are faced with this fact and with this deci-
sion. Nob6dy wants to pay taxes. Everybody fights an attempt to
collett iore money. On the other hand, everybody is for some spe-
cife appropfiation. The Congress is then exposed to two built4n
pressures, one a contiious drive 6f people for a .',16riftions for a
whole variety of reasons. These are from people who w-l theoretically
object to appropiiatiois but who will give all out support for a par-
tI it ftd appo ofifton. Witness the neu'spaprs ad publishers who
d(rntItl balane d b .tdg~ts but who don't want to meet the average
costs of loStul serve, ot flim'ect iflail(letisOr who (lnt waft

82160-62-pt. -- 3S
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to meet average costs it who join chambers of commerce and demand
a balanced budget, but support expanding appropriations and creat-
ing terrific expenditures in this direction.

Ani then when you come to the revenue feature, they fight and
oppose every attempt even to collect taxes which are already owed.

re are not proposing to levy any new tax but some of the savings
institutions of this country have spread broad propaganda indicating

or suggesting that this is a new tax.
As I say, a third of my 9,000 letters seem to be, and that is only for 3

days, about a third of these letters seem to be saying and take the
position that this is a new tax, whereas it is only a better means of
collecting a tax already owed and to do it in the simplest possible
way, with 20 percent withholdinig of gross amotnts and then let the
individual ask for the refund. Yet you able gentlemen come in and
argue against it.

Mr. YouNG. You have stated your position very elo gently Senator.
SP"enator DoVoL\s. When we try to draw youi into a discussion of the

general subject you simply say this is beyond your competence, all we
can (1o is be special pleaders.

Mr. YoU.G. I am sorry I created that impression. I don't want,
however, to pose as an expert on this particular subject, I think this
would be talking advantage of your committee.

Senator Dot!6Lms. Thank you, Mr. Chaiib'mtn.
Senator KERR (presiding). The Senator from Kansas?
Senator CARLSON. I woud like to get into this discussion a little.

I think the Senator from Illinois has raised an important point in
this withholding.

It seems to me, and I will ask you this question:. If there isn't a
vast difference between withliolding of taxes on salaries than there is
on dividends.

Now, an individtil sets his own withhoilding rate. I mean he takes
first the salary he is to receive, and he takes his Governmlent. exemp-
tion, regular Federal exemption, and he takes a number of dependents
out and he tells Uncle Sam, "You witllid1d so mudh percent of my
income."

That is not true in this case, as I see it. If, as I understand your
organization, and the people that you do represent, they were going
to withhold 20 percent of people who owe no taxes, wouldn't that be
true?

Mr. Rontias. It would. This is the difficulty. May I illustrate it
this way: Suppose, that Du Pont declares a dividend, and that 20 per-
cent of the dividend payment is withheld at the source by Du Pont,
and th) net thereupon paid, we will say, to X Mvestment company.

So far as X investment company is concerned they have no plan-
holders, they simply have shareh"6fders. But we here are concerned
with the planholders position, as opposed to the position of the sliare-
holders of the fund. Let's assume moreover, that from 25 to 30 per-
cent generally of all shareholders like to have their dividends rein-
vested.

By comnparisil, 99 percent of the people'on, whose behalf we are here,
and by that I mein planlholdors we I' pi-hmbly want t lier dividoinds
compottded, because they are building aPli ac~UUlattoh ot, their own
estate plammiing program.
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Take as example, the individual who is exempt from income taxes
owing to small size of his account. There is to be no such a thing
as is now contemplated under its provisions of the bill for an exemp-
tion certificate whieh the planholder can execute and which the cus-
todian bank, holding the accumnulated shares for his benefit can prop-
erly reeo00lze.

In this instance, the custodian bank cannot file an exemption cer-
ti ficate with the investment company sice the shares are registered
in its name and not in the name of the individual planholder, so what
is the custodian hank to (1o? He has but one alternative, to invest
but 80 percent of the dividend belonging to Joe Doak, in additional
shares, file for a. tax refund, and perhal)s 90 days or 120 days later
have the refund granted.

And what miglit this amount to? $1.29? 78 cents? $3.03? Cer-
tainly, the custodian isn't going to invest this money for no fees. It
has to make money so it's going to cost these little people, a lot of
whom, as I pointed out, are not subject to income tax on dividend with-
holding, additional money to reinvest the other 20 percent of their
'dividends maybe Q0, 120, 180 days later, so as to acquire additional
shares.

All I am trying to do here is to distinguish and weigh the problems
of these little people, who are using this method of building their own
estate planning program.

What I have tried to show earlier in my statement is the degree of
loss in purchasing power from compounding under a $20 monthly
plan on which total payments are limited to $2,400, wherein on the
end results there is a. difference of $1,100. Those are the people who
will be penalized.

Of course, they are upset. I am not trying to use this as an example
but already we tare getting letters from pllnholders. who say substtn-
tially this: "If this legislation is to come about, just wash out my
account. I will send in my certiflcte and cash itin."

Those people lose their savings incentive. This is the problem as
ve see. it. 'Xere is nothing in the way the bill was passed by the Ways

and. Means Committee to protect these little people who will not be
subject to income tax withholdings on dividends.

As stated at the end of my statement to you gentlemen, if in spite
of all of the arguments and reasons advanced, whieh I believe should
be clear, to you, you still feel the bill should be passed, as I said, I
would like to su-blit for the record a memorandttm which iii our
opinion should achiplish our objective by providhig a manageable
operation for withholdings on dividends as affect mutul funds and
contractual plans.

If I may be permitted to state briefly what this-method is, I shall be
very brief. It is the philosophy, and theory, behind the sales tax such
as is followed today.

In each instance, the manufacturer and middleman are exempted.
Tliey pass it along to the ultinhte consumer, who pays the tax.

SObviously, since the btks atd inst1thtitdns acting as custodian are
all resdnsible institutions, I see no reason, assuming yot geitlemen
Teel this legislation mbst be enacted in order foithe (lovertrnieft -to
receive the revenue they feel -s being lost, and this is not oily riglit,
but-to this extent I am in sympathy with such steps being taken, then
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I say why sh~lOld not the dividend payor pay out the full 100 cents of
dividend payment to the investment company, the investment com-
pany in turn. pay out the fill 100 cents of the dividend payment. to
the custodian on whom the responsibility will rest. for withholdings.

We operate, as I have tried to make you understand, as a conduit,
which is what in effect we are.

That is the hub of the problem, Senator.
Senator C.mu,,.,o. Mr. Robbins, I think I see your problem and

what concerns miue is the unfairness of it to people who (o1't owe taxes.
Mr. RoimuJrs. That is right.
Senator CAuLsox. I think these people ought to pay their taxes, I

certainly want them all to pay.
Mr. Pion.uss. You are correct.
Senator CuALSON. But if we handle it like we handle the dividends

and interest and secured statements from these people that they owed
taxes then we could withhold it.

But in the State of Kansas the legislature, 3 years ago, enacted
legislation that minors are pelt'iltted to own stock in our State and
hold it.

For instance, in .'our corporattit, many of these young people, chil-
dren, Iaxe small amott~lts they invest in, for instance, some of your
organizations, acld they will not acett inte taxable income until
they reach 21, maybe, and here you're going to withhold 20 percent.,
and they will not be )erhiitte(dl to get thilbenefit of that money which
will be acet'fulating for this interest.

I think it is not unfair, that formula, and if you have some sug-
gestiol, I am going to read with interest your suggestion and state-
ment on it.

Mr. Ronmxas. Think you very much. It is attached to my
statement.

Senator CAMILSON. I appreciate your appearance.
Mr. Roontxs. Thank you, sir.
Senator DouotmJs. Mr. Robbins and Mr. Young, I don't want to

let yott go until I ]lave a chalice-to confthite tils dialog and examina-
tion of imy good friend fromi Kansas. I am inforniedi that out of 60
million recipients of wages and salaries each year 37 million are sub-
jected to overwithholdffig. I have never heard anyone weep about
them although they get a refid only once a year instead of four times
a year.I made a hasty calculition, I think of the 71 million people in the
w6Pk force abotS. 11 million are self-employed, so this leaves ap-
proximately 60 million who are in receipt of wages and salaries. So
you have at least 60 percent of recipients of wages and salaries who
have more taxes withhold from them week by week than they ulti-
intely owe of course, in some cases this is not their ftll income.

Nov, I titink there are at least three points to be considered: The
nitfibtr of recipients of divideods and interest are less than the num-
ber of recipients of wages and salaries.

Second, tile percentage of these who wouldti be subject, to overwith-
hiTdg is less tian the litinlber who receive wages anid salaries, be-
cause their average iticome i's higher, and third, they would get a
refunid every 3 motiths whereas the wages and salary reeipieits get
a retutinonily every year.
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I think what we are dealing with here is the fact that a dollar in)
dividends and interest somehow has a much higher prestige value than
a dollar from wages and salaries.

I do not say tiat it should have any less )restige. I am not argu-
ing that at all. But I would say that a dollar of wages and salaries
should have equal prestige. And it is extraordinary to me how people
will accept for one group in society something whicli they shrink from
applying to another.

Mr. RounnNs. Senator, may I say this: Is it not contemplated under
the proposed bill, as passed by the Ways and Means Committee, that
application for a refund of dividends of less than $10 will only be
permitted to be made at the end of the calendar year? Am I wrong
about that?

Senator DoUGLAS. Would Mr. Woodworth answer that?
Mr. WoonwonTni. There can be no quarterly refund for an amunlit

of less than $10.
However, if the amount from one-quarter plus the amount received

in the subsequent quarter adds to $19 between them, then a refund
can be made.

Mr. RonlsTs. The point I should like to make is that the dividends
of many of these people will be less than $10. particularly (luring the
early years of these plans whose terms vary from 10 to 121/2 to 15 years
of monthly payment periods. Therefore in many cases, Senator, it
will be some time before these people's dividenis will reach a poillt
where they will be entitled to file quarterly refunds.

The point on which I would like to get your impression is this:
People have, become well educated, that is, the wage earner, to salary
withholdings and to the W-2 forms now in use.

This is an orderly procedture. The wage earner receives it fror his
employer, staples itto his tax return, and it is easily processed.

ShoUld" he be due a. refund, there is a record of his withholding
credit. What records, if any, will he be given here? ks I understand
it, no one expects to furnish the taxlpIaver a receipt of his dividend
withholdings. In the first place, this is going to be costly, and I
vistalize a llsorts of confusion with reslTect to these people being
furnished this information by the eustodian banks.

The banks will presumably not render this service for nothitig.
They are not set up to reinvest the 20 percentt of withholdings until
they receive the refimid, and again they will not render this additional
ser-ice for nothing. As I see it, there is going to be a lot of guesswork.

Senator DOVOLAS. Are you saying that the wage and salaried
workers are more educated -

Mr. ROnn xs. Certainly so, as to the amount that has been withheld.
Senator DotoLAS continuingng. Than the'dividend and interest re-

cipients and'better able to handle their income tax?
Mr. RoBINs. I said, Sentor-
Senator DottoAs. All the practical experience is to the contrary.
Mr. Roiwixs. I said they are informed to the extent of knowing the

amount withheld because they have to retain at duplicate of the with-
holding forth W-2 whilih they attached to their return.IThere has been a lot of talk of tlecontenmpltftod mechanics to divi-
dend withhldings but as I understand it from everything I have
heard, nothinigitas been planned for giving these taxpayers by way of
wiftlihhdflg receipts. What records will these people have?
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Isn't it possible that many honest mistakes will be made by people
asking for refunds? Is it not also possible that many of these people
will be confused and fail to make application.?

Senator DOUGLAS. They have drawers in their desks where they can
deposit the slips which they get accompanying the checks.

Mr. ROBmNS. You mean-
Senator DOUGLAS. You mean do they light cigarettes with them or

throw them out in the garbage can. A person normally has a drawer
in a desk or puts it elsewhere and you put them in.

Mr. ROnINS. I am not referring to a man who receives a divi-
dend check from Du Pont or American Can, I am referring to the little
people here using these plafts for accumulatilig invested capital.

Senator DOUGLAS. Don't you furnish them now?
Mr. ROBBINS. We do, sir, now but I have no idea how it is going to

be done, nor do the banks should the legislation be enacted. I have had
a discussion with one bank, the First Pennsylvania Bank & Trust Co.
in Pennsylvania, one of the-oldest in the business, they are frankly at.
a loss to describe how the mechanics will be set up.

Senator DOUGLAS. Let me ask you this: Don't you give them a state-
ment in advance that the interest is to be deposited or is this done in
each case?

Mr. ROBBrNS. No, sir when a person starts his acconlit he so in-
structs the custodial.

Senator DOUGLAS. I see.
Mr. ROBBINS. I would like however to make clear for the record, si,

that in the past as well as currently, these people are getting at the
close of each ealendar year the amoutnt of dividend income that over
the year was reinvested for their accoutit. But physically, they did
not receive them since they were reinvested.

Senator DOUGLAS. They. get it at the end of a year?
Mr. Rohl8is. They receive a tax information statement.
Senator DOT' OLAS. They get a refund or at worst they would get re-

fund each year on the same terms as the recipients of wages and
salaries not quarterly.

Mr. .onBBIs. Senator, it is easy the way it is being done now.
There is no problem regarding present procedure.

Where it will become c6mplitated is once withholdings come
through, possibly you stepped out of the room, when I explained to
Senator Carlson, there wi I1 be a serious probleo for those people who
are not subject to tax withholding, since all the custodian bank will
receive for reinvestment will be 80 cents of the divided dollar.

They will logically claim exemption and since the custodian cannot
recognize their claith, they will have to request the Treasury for a
refund. Ninety or one hurfdred and twenty days later, the custodian
will receive these refufids, at which time they may have in the case
of one planholder an additional $1.23 to reinvest.

The bank will have to charge for this trantsaction since it has to
make money. In some instantces, the bank may receive a refund of
89 cents or 2 cents and yet have to charge for itsereinvestment service
75 cents.

Imagine the cohsfuion, from part of dividetid not being ihivested
until 90 or 120 days later. Also picture the cotift mion fromadvising
these planholdors that while- they were exempt from withliholdig, X
dollars by law had been withheld at-the source.
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Senator DOUGLAS. Perhaps we should abolish taxes, abolish them
completely, disband the Army, disband the Navy.

Mr. ROHIINS. This we are not arguing for. sir.
Senator DOUGLAS. Abolish the Central Government, sweep it away,.

that is what a great many. people want.
Mr. RolmiNs. No. This I ao feel is true of the average American.
Senator DOUGLAs. This is the whole point. If you take every set.

of arguments and accumulate them together, that is exactly what is.
being said. The people who appear before us do not want to pay taxes.
The great inarticulate people of the country are willing to pay taxes
but the special interests come here and don't want to pay taxes, and if
we were to follow your advice we would never introduce any tax
reforms.

We would eliminate all taxes. The Appropriations Committees
would authorize the spending of enormous amounts of money. We.
would 'have great defllts. And then you would all say, "Hang Con-
gress because it is not balancing the budget."

I know you are a good man, but I must say after 4 weeks of this,
this is the general impression that I get. I may be too severe in my
judgment.

At. Ronhlxs. I believe, Senator, I have made clear we are not
recommending abolishmet of taxes. I concur completely with the
statement that people who owe the Government taxes should be made
to pay these taxes. This is what we are talking about---

Senator DOUGLAs. At present nearly 25 percent of dividends and
interest paid ouit subject to taxation is not paid. Now, we make great
complaints about France and the Mediterranefa cotntries, because of
their tax collection being very poor. Those countries labor under
greater difficulty than we do because a large proportion of their pbpu-
lation is self-employed, and a percentage of tie evasion and avoidance
among the self-employed is greater than among the recipients of'
wages and salaries.

We send experts over there to revise their tax systems. We try
to get them to put ineollection at the source. That is the advice we
give in Greece. We give the advice to such an extent that some of*
the wealthy Greek slipowners won't venture on the soil of Greece.
When they come to Greece they andhor in the harbors and have their
parties out on board ship, but don't dare venture on shore. And they
entertain some very notable people, too, I can tell you.

Mr. RoBBINs. Senator, may I say tlat I believe we are both trying
to say the same thing but perhaps differently. OuW only point of
disagreement seems to-be that we are here today to endorse or condone
evasioon by taxpayers, btt solely to request postponement of this pro-
posed legislation pending installition by Treasury of its proposed
data and process system.

Senator DOUOLAS. All right. If you do that I am going to propose
that we eliminate collection at the source on wages and salaries and
pult in data processing for those people.

Well, all right, I may have spoken with some heat, Mr. Robbitis.
Mr. RonBINs. Not at al, sir.

'Senator DOUGLAS. I have been sitting here for 4 weeks.
'Mr. Rifntws. I don't blttme you, it must be very tiring.
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Senator; DoOLts. The words may differ btt the tume is always the
same.

Mr. RofiliNs. In either event may I thnnk you gentleinen for being
so patient in listening to us.

Senator DOUGLAS. Thank you.
(The inemoranldum of the Association of Mutual Fund Plan Spon-

sors, Inc., follows:)

M-EMORANDUM OF THE ASSOCIATION OF MUTUAl, FIND PLAN SPONSORS, INC., WIrH
RESPECT TO WITItIOLDING OF INCOME TAX ON DIVIEN'DS

THE PROBLEM OF WVITIiMOLDIN( INCOME TAX ON l)IVIIENDS PAYABI.E TO
INVESTMENT COMPANIES

This memoraindifn Is concerned with the technical aspect of the proposed bill
dealing with the withholding of income tax on dividends insofar as that bill I
affects the practice of the investment eomanliles registered under the Investment
Company Act of 1940.

Tie l)roposed bill, as it presently stands, presents unusual and diffiotlt probe.
loe0s to tie investment companies and sponsor compAflies of periodic payment
plans, frequently referred to as contractual plans, with respect to the withholding
of income tax on dividends which these companies pay to their shareholders or
pitanholders as the ease may be.

To explalh the effect of the proposed bill on Investment compaflies, It is
necessary to understand exactly how these companies function.

The investment company offers the investor, through its purchase of shares,
debentures, and bonds In various corporations, an opporttuflity to participate in
the results of the broadly diversified grottp of Investments the Investment com-
pany thus makes. The Investment company will hold stocks and bonds of a
hundred or more businesses and will pass on to Its shareholders in the form of
distributions the dividends and Interest it receives from these corporations and
also the net gains it realizes froth the sale of tie securities it may have held
and disposed of at prices in excess of those at which such securities were
acquired.

Pot obvious reasons, the portfolio of securities held by the investment comphtny
is laced in tie custody of a bank or a trust company, which receives all the
dividends and interest payable upon the securities in the portfolio. In turn,
the investment company distributes to its shareholders, usually quarterly, the
results of these dividends and interest as wll as any capital gains that may
have been realized. Indeed it must do so to the extent of 0 percent of tle net
investment income it receives. In order not to be liable for a corporate tax of
52 percent upon the income it receives.

This function of the investment company, in which it serves as a conduit for
the reelpt of Income from Its operations and the distribution of those receipts
to Its shareholders, has always been recognized by the Internal Revenue Code.
Obviously, it would destroy the whole purpose of the industry, were these opera-
tions subject to double taxation, namely, being required to pay a 52-percent tax
on the operations of the investment company in addition to the 52-percent tax
paid at the source by the corporatins from which it receives its Income. The
Internal Revenue Code has recognized these facts. Under Its provisions, the
investment company pays no taxes provided it acts merely as a conduit in the
distribution of the income it receives. The indivitltlffl shareholders are naturally
required to pay taxes on the "'dividends" -they receive from the Investment
company. Annually, as required by Treasury regulations, they are Informed
as to fow much of these "dividends" represent (a.) dividends or interest paid
by the eompailies whose securities are held in the portfolio, (b) what portion
of these "dividends" represent capital gains resulting from the sale of sectritles
in the portfolio, and (c) what portion of these "dividends" represent a return
of capital. (This rettirn of capital applies usually to periodic payment plan
companies.)

To withhold income tax on these dtVidfidsphid by the Investment comphiny is
understandable. But to withfbld incmffne tax on the dividends paid to the invest-
ment cOnlphty by the corifOrhtions whose securities it holds, which through 7the

All references in this memorandum to the "proposed bill" relate to the bill as passed
by the House of Representatives.
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of the investment company, representing a pro rata share after expenses of
investment company mechanism are converted into dividends to the shareholders
dividends and interest paid by the underlying companies to the investment com-
pany, presents complications and tends to destroy the very function of all invest-
ment company as a conduit for the transmission of dividends and interest from
a group of diversified companies to the individUnl'tnvestor.

This situation is compounded by the existence of the "periodic payment plans"
that are widely sold by investment companies or sponsors of such plans. These
plans consist of investment contracts whereby the planholder agrees to pay
monthly or periodically for a term of 120 months or more, a certain sum,
ranging from $10 upward, the net proceeds of which will be utilized for the
acquisition of shares of the investment company. As they are accumulated,
the shares are held in trust for the planholder by a custodian bank or a trust
company as required by the Investment Company Act of 1940. The custodian
of these plans pays out "dividends" on these plans to the extent that "dividends"*
are declared by the investment company. There is usually a 10-perceat declara-
tion of such dividends, inasmuch as the custodian of the investment plans is a
mere conduit for 'the transmission of "dividends" to the planholder. Certainly
the custodian of these investment plans should not be required to withhold 20
percent of the "dividends" payable by it.

How to deal with these problems and at the same time protect the Govern-
ment in its efforts to see that "dividend" income is duly taxed, is not too diffi-
cult. The custodian of the securities of the portfolio of the investment company
and the custodian of the investment company shares held for the benefit of plan-
holders are always reliable institutions. They have to be so pursuant to the
requirements of the Investment Company Act of 1940. To place upon them
rather than the original dividend-paying corporations, the responsibility for
witoltlding income tax on "dividends" is an answer that the proposed bill fails
to make.

The problem of the withholding tax on the dividends thus payable to share-
holders of the investment company and to planholders is dealt wit in sections.
3486 and 8487 of the proposed bill. The import of these sections is set forth In
section 7 of the memorandum submitted on May 3, 1001,. by the Secretary of
the Treasury to the House Committe on Ways and Means. The pertinent pro-
visions of the memorandum read as follows:

"Offset credit provisions would be-provided for amounts withheld on dividends
and interest paid to regulated investment companies, personal holding companies
and real estate investment trusts. Such organizations would count the amounts
withheld on dividends and interest received by them as credits against the
amount which they themselves are required to withhold from their disburse-
ments to their own shareholders."

The general explanation of committee discussion draft of revenue bill of
1961, released for information and study on August 24, 1961, gives some further
light on the problem.

"REGULATED INVESTMENT COMPANIES, PERSONAL fiOLDING COMPANIES, AND REAL
ESTATE INVESTMENT TRUSTS

"First, in the case of corporations, any amount withheld on interest and
dividend payments received by them can be claimed as credits against the tax
they are reqttired to withhold with respect to their own dividend and interest
payments (see. 3487).

"Any amount withheld with respect to interest and dividends received by a
corporation in excess of the credits it claims with respect to its own withholding
on Interest and dividends may be refunded to the corporation on a quarterly
basis (during the year of liability) (see. 8486)."

Neither of these explanations of the problem is satisfactory. Assume that in
a particular quarter the X investment company is entitled to dividends and
interest from the corporations whose securities it holds amounting to $1 per
share. Assume again that its expenses in managing its portfolio are 5 cents
per share. It is, therefore, ready to declare dividends of 95 cents per share
to its stockholders. However, it has only received 80 cents per share from the
corporations whose securities it holds, due to tl~eir withhblding of the "dividend"
tax.
, The question thus posed is what dividend can be declared by tile investment

company. By way of "dividends," it has only received 80 cents per share. The
dividend normally declarable by the investment company would be 95 cents per
share, representing the 100 cents it received minus the 5 cents involved in the
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cost of Its operations. (To this might be added an additional sum representing
realized profits front capital gains. However, no withholding tax is )applicable
to that portion of the distribution payment it makes to Its shareholders repre-
senting capital gain, and consequently no question needs to be raised with
reference to these capital gains.) The Investment company could not declare
the full 80 cents It received in dividends to Its shareholders and also lidictte
to them they have a tax credit for the balance, which cannot justifiably be 20
cents per share since all that the investment company earned is 95 cents per
share, and 20 percent of 95 cents is only 19 cents. It would, therefore, have to
declare a 76-cent dividend per share In cash, and Indicate to the taxpayers he has a
tax credit on his general tax liability of 19 cents per share. The Government,
however, would not be entitled to withhold flie remaining I cent per share, nor
should tile investment company, which pays no taxes, be entitled to a refitnd
of that stun. It belongs to the shareholder, but there seems to be no possible
way for him to get that sum.

This problem is obviously coinpot lded when we deal with the periodic pay-
ment plais where a second condt it for the transmission of "dividends" is added.
The problem outlined above is not doubled; it is sq tftred.

There is a simple solution to this entire problem. It has an analogy which
is not theoretic but which has worked out very satisfactorily in the sales tax
situation. There, the manufacturer who sells to a wholesaler pays no tax; the
wholesaler who sells to a retailer pays no tax; however, the retailer who sells
to the consumer collects the sales tax, This result is accomplished through the
device of a series of exemption certificates filed by the wholesaler and the
retailer.

The same exemption certificate device should be applied to the investment com-
paiy industry. The original dividend.aying corporations should be exempted
from withholding any tax on the dividends that they pay to regulated invest-
ment companies. The Investment comipanty, however, which issues its shares to
the public should be required to withh61ld the necessary tax on the "dividends"
It pays. But'insofar as its shares are held through the medlim of the custodian
of a periodic payment plan, it should In turn be exempted from withholding any
tax payable on dividends it pays to that custodian, and the responsibility for
that wlthholding be placed upon the custodian bank or trust company which
received the "dividends" from the investment company and in turn pays theni
out to the plaihholders. All these institfftions, as has been stated before, are
responsible instittions pUrsunfilt to the requirements of the Investment Com-
pany Act of 1040.

This approach will ahiteve the complete objectives of the proposed bill. With-
holding will take place, and at a responsible source.

The following amendment to the proposed bill is, therefore, suggested. It has
no effect upon the revenue producing possibilities of the proposed bill, but it
avoids the seeming necessity for temporary double and triple refunding or tax
.adjustment credits which seem to be presently proposed.

The suggested amendment to the proposed bill reads as follows:
(A) Section 3483(a) (relating to exemption certificates) is amended-

(i) by striking out "Any indlVidual" in the first line of subsection (a)
and inserting in lieu thereof "(1) Aly individual"; and

(11) by adding the following new paragraph at the end of subsection (a):
"(2) Any regulated investment company described in section So, or trus-

tee or custodian of the securities owned by such company or its shareholders
or planiholders, may file with any withholding agent an exemption certificate
on which It certifies that it intends to conform to the requirements of see-
tlons 851 and 852 and will not be liable for the payment of any tax under
chapter 1 for each of its taxable years any portion of which ts included 'in
the period for which such certificate will be in effect. If such certificate is
filed, all amounts payable by such withholding agent to such regulated Invest-
ment company on and before the beginning of the next calendar year shalt be
exempt from the requirement of deducting and withholding Under this
chapter."

,(B) Section 3483(b) (relating to exemption certificates) is amended-
(i) by striking out "This section" in the first line of paragraph (1) and

inserting in -lieu thereof "Subsection (a) (1)"; and
(1i) by striking out "subsection (a)" in the fourth line of paragraph (4)

and insertihg In lieu thereof "subsection (a) (1) or to regular ihVestment
companies, trustees, or custodian -described in subsection (a) (2)."

'(1i) by striking out "subsection (a)" in the fifth and sixth lines of
paragraph (4) and inserting in lieu thereof "subsection (i) (1),"
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Senator DOUGLAS. Our next witness is Mr. Edward W. Hiles, execu-
tive vice president of the Georgia Savings & Loan League, Inc.

Please proceed, Mr. Hiles.

STATEMENT OF EDWARD W. HILES, EXECUTIVE VICE PRESIDENT,
GEORGIA SAVINGS & LOAN LEAGUE, INC.

Mr. HiuES. Mr. Chairman and members of the committee, my name
is Edward W. IIiles and I appear today as executive vice president
of the Georgia Savings & Loan League whose membership in the State
of Georgia includes 95 of the 98 associations domiciledIn that State
and doing business there, and approximately 96 percent of the total
resources of the savings anld loan business in that State.

For the information of, and for such value as it might be to the
committee, I should like to submit with my statement a file of letters
from the members of my organization wfhieh give credence to my
claim that I am speaking for them at this time.

While my remarks here shall be confined to the withholding tax
provisions of this bill, the statement should not be construed in any
sense to mean that silence on the subject of section 8 implies an en-

-dorsem6tnt or approval of that section which very definitely is objec-
tionable to us. We wish to endorse and reiterate the position of tle
United States Savings & Loan League and other savings and loan
spokesmen with respect to the provisions of section 8 of H.R. 10650.

The withholding provision of this bill with respect to dividends and
interest goes far beyond its direct effect on the savings and loan as-
sociation and its operating problems. We believe this is an unneces-
sarily cumbersome and grossly impracticable approtoh to the matter
of collecting taxes on the interest and dividend income of individual
taxpayers.

We believe that the simplest answer to this problem would in the
long run prove to be the most effective, and we, therefore, endorse the
position taken by the American Bankers Association in recommendingthe inclusion in the individual tax return fbrm a specific question, in
red ink if necessary, to give it emphasis, as to whether or not the tax-
payer has included all interest and dividend income of any kind and
nature and from any source, in his ross income figure. A taxpayer
will think twice before he deliberately signs his nme to a tax return
in which, he has included a false statement in reply to a specific ques-
tion as simple and as clear as this one could be and involving such a
small amouilt of money.

Under such a provision, no one would dare plead ignorance as ap-
parently has been the case with respect to the voltnitary inclusion of
such iifti e in the past.

At the risk of repeating testimony already offered, I would like
also to state that it is my sincere belief that the determination that a
lot of dividend and interest income was escaping taxation was reached
as a result of some spot checks which were made 3 Or 4 years ago ptor
to the time that most financial institutions entered into a program of
voluntary cooperation with the Treasury Departmeit aimed at edu-
- ting their customers on this 'importait point. If a more recent spot

check has been made to verify no improvement In this situation, I am
unaware of it.
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I believe ever taxpayer should return all of his taxable income
and pay all taxes due thereon. I also believe, just as strongly, that
the Government should collect those taxes in the manner whi h will
produce the greatest, iet. revenue to the Treasut with the least adverse
affect on the taxpayer or the economy. The withhlolding tax on divi-
dends of savings and loan associations meets none of these conditions.

In the interest of time, I shall not attempt to repeat the many and
varied arguments set forth by other witnesses in opposition to the
withholding tax feature. The great majority of these arguments are
based on problems whioh would be common to all types of institutions
which would be involved in the mechanics of carrying out this with-
holding program. Increased costs, problems of customer relations,
hardsliips on nontaxable income individtIals who may not be fully
aware of their right, etc., all would be applicable to our position on
this question.

In addition to these objections in which we join with the other wit-
nesses there is one important and far-reaching objection which I
should like to offer together with supporting statstical data and by
which I hope to convince you that everybody loses tinder the with-
holding proposal-the taxpayer, the dividend or interest ayline
institution, the economy of' the citlntry and-yes-the Federal
Treasury.

As of OJantuary 1 of tis year, tle savings and loan association
members of the Georgia Sa;igs & Loan Leaoue ]hld savings and
investment accounts amountig to $1,087,000.. We have made's spot
check of three urban and two rural area associations and find that of
the total dividends paid for the year 1961 in those associations, the
amotlnt paid by cheelk mailed to the customer represented from 20
to 28 percent of the total ammthit of dividends, and the amount re-
tained in the assoeiftidn aecouits by posting as a credit to the
individtutls' savings account ledger cards represented from 7-2 to 80
percent of the total. Based on these fndilngs we took 75 percent to
be a reasonable average figure.

This would mean tft approximately $800 million would represent
the amn11t of savings aecoinits in Georgia savings and loan associa-
tions on which dividends were being permitted to accrue or be com-
poutded se'iannuitially as of Jntuary 1. 1962.

Let me emphasize here that the figures contained in our eotlosions
will represent miniinium or conservative figures as to adverse effects
on the taxpayer, the instittion, the econom|1y, and the Treastry for
the following reasons:

(a) We are making no projectioi'of estimated growth which would
be normally experienced above and beyond the accrual or compounded
growth.

(b) We are using a 4-perenit dividend figure for eomptation
purposes when many areas are at a rate of 41/2 percent.

(e) We are not taking into considoratlo indirectlo.es of revenue
resulting fritn the loss of capital flnds to the home construction and
home fia citing market.

The applichatiobof the withholding tax wouldresultin ttm'tic
withdrawal each year from these accounts of an tinofit equtil to 20
percent of the eatm'higs for that, year. I recognize there would be
some necessary adjustments for exemptoths, etc., bit, rottgly, this
woiuldbe the ease.
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It is reasonable to assume also that funds withdrawn from these
accounts by this withholding methodd would not be replaced by the
individual saver as such, regardless of whether or not be received the
money back in the form of a refund from the Revenue Department.

The rate of return paid by Georgia associations general fy in 1961
was 4 percent. The would mean earnings of $32 million and automatic
withdrawals via, withholding of $6,400,000.

This would mean, first ot all, $6,400;000 less money available in the
home financing market in this'State for that year-a lot of employ-ment, houses, bid in g materials, and so forth.

But this is not all.
A second and grossly undesirable result would be that because of the

compounding feature, the saver would be losing each year a greater
percentage of the income which he would normally receive if the 20
percent were not taken out. His savings account will grow more
slowly (cols. (4) and (6), exhibit A).

But there is still another important point which bears directly on
the very arguments for imposing this withholding tax-ainely, to
increase the flow of revenue to the Federal Treasury.

By reducing the amount of earnings acruing to the account holder
due to the compounding feature, you will be automatically reducing
the amount of his taxable income thereby reducing the flow of revenue
to the Treasury, exactly contrary to the stated purpose of theIezyislattionl.You will note from exhibit A that at the end of 5 years at. the rate

of 4 percent, accounts in Georgia associations would have generated
taxable income of $175,195,000 and savings account balances would
have reached $075 195,000. (Nowr.-These projections are bmsed
solely on that portion of total accounts in Georgia associations on
which dividends are permitted to accrue according to our records at
this time and based on an actual sample of five associations.)

Under the 20 percent withholding provision the accounts would
have generated a taxable income of $172,022,000 or $3,173;000 less,
and savings account. balances would have reached only $937,620,000
or approximately $38 million less than if the withholding provision
had not been in operation.

The actual effet of this application of the withholding feature
would be progressive so that by the end of 10 years as the table re-
fleets, the accounts would have generated taxable income of $15
nllin' n less under the withholding provision than if it were not in

effect and savings account balances would have been $90 million
greater withtit the 20 poreent withholding.

Therefore, it is our contention and we believe it is borne oit by these
figures that everybody would lose under the withholding proposal.
The saver wottld -lose because of the loss in earnings on his savings ano-
couht, balance retarded by the 20 percent withholding; the savings
and loan assodlttion wottld lose by virtue of the automatic witt-
dra-wal process which would take away fuinds thhtt would otherwise
be available for inrtgage flhanlding operations; the economy wofild
lose because of the reduced amount of dollars flowing into the home
constrttiftl ialdhitle financing market, and the Treasury wouldlose.
because of the reddced am6it of taxable income generitod uitler
the co1ipUtfilding feature.
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The savings aitiltoan 6porattll s in Georgia represent approximately
1.25 percent of the, natiolial totals or 1/80th. Therefore, to get an
idea of the impact of this proposal on a nationwide basis, we simply
multiply the Georgia figures by 80 and we arrive at the following
minfliinim figures:
1. The autolmtic. withdrawal for the first year would be $512

million taken from the home flinanodug market.
2. The lose- ")f capital to the home financing market for the first

5 years would be $3,040 million.3. The loss of revenues due to reduced income resulting from the
automatic withdrawal for the first 5 years would be $50,768,000.

4. The loss of capital to the home financing market for the first
10 years would be nearly $714 billion.

5. The loss of revenue to the Treasury for the first 10 years would
be $241,760,000.

6. The loss of revenue for the 10th year alone would be $26,848,000
and would get progressively larger each year thereafter.

We believe, therefore, thatt it would best serve the interest of our
national eco1bfily, and the Treasury Department in particular, to
collect this tax without invoking the automatic withdrawal process
which reduces income to the taxpayer, the savings and loan association
and the Treasury.

Thank you.
(Exhibit A referred to follows:)

GEOIOGIA SAVINGS & LOAN LEAGUE, INC.

Comparison of accrual of savinp balances and ear )ngs witlh and wltho ut 20
pereit wlthholding tax

[in thousands of dollars)

Under withholding provision Without withholding

Semiannual dividend dates
4-reent Less 20 pr- Net Savinus 4.percent Savinvs
(fvidond cent wit h. accrual balance dh'idend balance

holding

Jan. 1, 1963 ----------------- ------------------------ $8000 ----------- $800,000
June 30, M1 93---------------$16."000 $3,200 $12,800 800 $1, 000 816,000
Dee. 31, 190 ................. 10.256 3,2 1 13,004 825,804 10, ,20 832,320
June 30, 1904 ---------------- 16,510 3,303 13,212 839,017 16, (46 818, C65
Dec. 31, 196 4---------------- 10.780 3,356 13,424 852,441 16,979 805, C45
June 30, 1905 .................. 17,048 3.409 13.639 860,031 17,318 883, .61
Dec. 31, .................. 17,321 3,464 13,857 879,9.8 17,665 900,929
June 30, 1906 .................. 17.698 3,619 14,079 891,017 18,018 918,94S
Dec. 31, 196--- ------------ 17,880 3,676 14.3q0 904,321 18,378 97,27
June 30, 197-----------------1, IbO 3,633 14,533 922,854 18, 746 950,074
Dec.31, 67 .................. 18,457 3,691 14, 7 1 020 p1. 121 976,195
tine 30, 1968 ----------------- 18.72 3,760 15,001 9,2,622 19,503 994,699

Dec. 31, 1908 ----------------- 19,052 3,810 15,241 967, 8M4 1, 893 1,5014,93
June 30, 1969 .................. 19,357 3,871 16,485 983,36 20,291 1,034,885
Dec, 31, 1909 ----------------- 1 9,667 3,933 16,733 999,033 20,697 1, 06,683
June 30, 1970 ----------------- 19,081 3,990 15,685 1,016,069 21,111 1,076,001
Dec. 31, 1970 .................. 20,301 4,060 16,2A1 1,031,310 21,633 1,098,229
June 30, 1971 .................. 20,620 4, 125 16,600 1,047,811 21,94 1,120,193
Dec. 31, 1071 .................. 20,950 4,191 16,704 1,064,576 22,403 1,142,596
June 30, 1972 .................. 21,291 4,258 17,033 1,081,009 22,851 1,105, 44q
Dec. 31, 1972 .................. 21,032 4,320 17,305 1,098,915 23,308 1,188,757

10-year total ............ 373,644 74,72 298,915------------ 388,767---- .......-

' 5-year total, $172,022.
2 5.year total, $175,195.
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Senator DOUOLAS. Thank you, Mr. Hiles. I understand Mr. Sadlik
is now in the room.

Do you wish to come forward, Mr. Sadlik, and testify?
Senator CARLON. Mr. Chairman, we have a very flne former Mem-

ber of (Congress by the name of Sadlak. I wonder if it is in the faimly.
Mr. SADIu. No, 1 am sorry, but it is not.
Senator Douor,,s. Proceed.

STATEMENT OF 3OHN SADLIK, VICE PRESIDENT AND COMPTROLLER
OF THE FRANKLIN NATIONAL BANK OF LONG ISLAND, MINEOLA,
N.Y.

Mr. SADLrK. My 1ma111e is Jol Sadlik. I am vice president and
comptroller of the Franklin National Bank of Long Island, Minebla,
N.Y. I appear on behalf of the bank in IUp)liort of withholding of
income tax at the source on interest, dividends, and patronage Civi-
dends.

Senator DOUGLAS. Just excuse me. Did I hear this aright?
Mr. SADLIK. You heard me right.
Senator DouoL,,s. Would you repeat it again? [Laughter.]
Mr. SADLIX. I appear on behalf of the bank in support of with-

holdilg of income tax at the source of interest, dividends, and patron-
age dividends.

Senator DOUGLAS. Would someone please get me a pill to avert a
heart attack? [Lwaughter.J My heart is fluttering.

Mr. SAbMI. We have given considerable thought and study to this
subject.

Senator DOUGLAS. Good for you.
Mr. SA DLIK. As vice president and comptroller of the bank, I am

responsible for operations and cost control at the bank.
The Franklin National Bank is the 32d largest commercial bank in

the country. It has 46 branch offices. Total deposits amtoulnt to $768
million. Sixty-one percent of total deposits are in the savings and
time category.

In this respect Franklin has the highest percentage of total deposits
in savings and time among the Nation's 100 largest commercial banks.
We consider savings and time deposits to be extremely important in
serving the needs of our co mmnity. Moreover, Franklin handles a
ligh volotne of U.S. savings bond redemptions. A reasonable nutmh-
ber 'of dividend paying agency accounts is also serviced.

I have testified previously in support of withholding before the
House Ways and leans Cothiittee at hearings in May of last year.
At that time a study of costs and operating procedures was presented.

Bringing this earhier study up to date, we now estimate our cost,
after taxes, of collecting the withholding tax on savings and time
deposits and U.S. savings bonds to be seven-tenths of 1 percent of the
amtutt withheld in t~e first year, and three-tenths of 1 percent
annually thereafter.

In other words, for each $100in taxes withheld, the cost to us will
be 70 cents in the first year and 30 cents per $100 in each succeedig
year.

With respect to the effect of with lding on the earfilngs of the
bank, we estimatte thfat the proposed metlf&id will redtide earninIrs
after taxes in the flist year, frdii $10,025,000 to $10 -illifli; Md,
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for the second year, from $10,025,000 to $10,015,000. This amounts
to, a reduction in earnings for the first, of twenty-five one hundredths
of 1 percent; and, thereafter, only eleven one hundredths of 1 percent.
Thills In(leed seems insigniflent.

In 0111 opinion, data processing by the Internal Revenle Servie
is not fully the answer to sealing up this loophole of unreported in-
come. Tle detail required of tie banks may be more burdensome
than the proposed system of withholding under section 19 of the
Revenue Act of 1962.
Ii J)replaring the cost of withholding, a further analysis was made

of otIIr savings accounts. This produced a revelation, which I feel
Certain in my fellow bankers will also experience, regarding savings
Il(,o1ts I.at their respective institutions.

We presently have 219,000 regular savings accounts with deposits
of over $285 million. In addition, we have 76,000 school savings
aceouts totaling $8,400,000. These school deposits represent accounts
of schoolchildren from 8 to 16 years of age.

Our anadysis shows that tie average accouint of a child in our school
savings p1ogra11 amounts to $45. We also have discovered that
we have 78,000 regular savings depositors over 18 years of age whose
average account is only $40. Iniagtlie, 35 percent of our regular
savings depositors over age 18 maitan less in their savigs account
than do tile children in our school savings program.

poll further analysis we learned that mn. y of these 78,000, regular
savings accounts were ol)elled as a result of new businem campaigns
and giveaway programs. These, and miany others, are now idle
accounts. Apparently these depositors have no intenltion of using
then as trite savings n l(,o01ints.

Although we have iot. used prmotion campaigps extensively to
develop savings accounts, we cannot help but wonder what; the con-
(lition may le in those institttions where promotional campaigns are
regutirly used to ilcerease savin(Ys a(ecoulits.
It, merits repeating that sav ilgs acotlits are extremely importantit

to us. Our scliool savings program is designed to teach youngsters
tle principles of thrift and to create an ineefitive to save. Undtr our
program the children make theit' weekly deposits, usually of small
amounts, directly in the school. We tlent pick tup thir- passbooks
aid deposits at, the school, process thoill ald retril- the passbooks M
the school i, few days later. These p4assbooks are similar to those
used for regular savings accounts so that sch60ol1hildren may feel that
they have the sainhe type of saviNs acclmt as their l)ae lts.

Alt, hough ti sehoo1 savings division operates at a subsmitta loss
(over $10'0,000 ailttally), We plan to efiftilue to profiote school
savings vigOroilly because of the benefits i tealfin c childrn how to
save thereby blildilng a s6lhthd flificfil"look of hese children for
the ufurlle.

Getting back to our anailysis, the tothl deposilts of the 85 pereefit
of Ofi1' regular savings dep~ositors, who save less than our school-.hildren, rej)restint 1 percellftof oir total savings deposits. These, in
most instances, are the problem aeeoimflts. Tliev prbably will fever
become trite savers. These acecdfits are used for poketbook expenses
or remain davitmit i'nltil eveltully transferred to the State uitder
escheat laws.
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The proposed withholding plan may very well solve the difficulties
of these problem savings accounts by causing banks to realistically
evaluate the types of savings accounts on their.books, and by adopting
measures to reduce their costs, thereby creating an area for better re-
wards for true savers. This may become a national trend, as in the
case of problem checking accounts some years ago. Such checking
account depositors were finally encouraged and educated to make
proper use of their checking accounts.

In view of our findings, how could our bank, or any other banks,
for that matter, justifiably refuse to cooperate with the Treasury in
helping to close this important loophole?

We Uirmly believe that the proposed withholding plan will not be
unduly burdensome or costly to the banks. It is to our benefit, more-
over it is our duty, to see that all those required to pay taxes pay
their fair share, and are not to be permitted to escape their just
obligations.

I should like to also add some further information in connectiOn
with withholding.

Last night our bank held a regular monthly officer's meeting which
was attended by 120 of ou r executives. These people, most of them,
are in constant contact with the public. Our depositors know them.
During the meeting the statement I have just presented was read and
discussed with them. 'We then requested those present to note their
reactions, questions, and comments to the subject discussed..

Since this is a regular practice at our meetings, we, always obtainfrank and honest opinions froth our executives, particularly since the
comments are submitted confidentially and witioUt identification of
the individual.

I would like to report to the committee the results of tallying these
observations.

First, the responses were grouped as to those in favor and against
the proposed withholdit of taxes on interest and dividends. All
comments, questions afd ddirect opinions which reflected a position
for or against withiolding were tabulated. The result was 64 for
withholding, and 18 against. The balance of the executives asked
questions regarding the procedure of withholding and others of that
nature.

I think the committee will be interested to kibw that this group ofbank officers, most of whom favor witlding, are the very men whose
responsibility includes supervision of the deposits of the bathik, the
income, and the opekati~g procedures in the bi'anh offices.

They are the men on the firing line who will be faced with a so-
called burdensome procedure and, bad public relations.

Yet they frankly expressedtheirtonsidered -obpinion-that they favor
withholding.

In further c6fiflrinftiot- of the conll.usion reached in my prepared
stateeidit, the executive staff and majority of officers in our batik
firmly believe that the proposed withitildit#i pla sh6tild be enacted.

Senator KXRR presidingg). Thanik you verymuchf, Mr. Sadlik. If
you feel you need p6lice protection to get out of the building safely
we will provide it. [Laughter.]

I am particularly interested in the frankness of your statement, in
the evidence thht it contains of at least a very carefil and vigorous
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analysis of the proposal, of the problems it would create, of the bene-
fits that you are convinced it would produce.

Senator DoUrLAs. I want to say this is the most encouraging testi-
mony that I have heard in the 4 weeks that I have sat here. 'I am
beginning to think this species of American had vanished, and I can't
tell you how moved I am by this statement which represents not only
your opinion, but obviously at least three-quarters of the officials of
your concern.

I wish there were some tangible way in which I could express m
feeling I feel my words are inadequate. I do want to tell you that
think this is an evidence of the finest type of citizenship and I want
to thank you from the bottom of my heart.

Mr. SADLIK. Thank you very much, Senator.
Senator KERR. Senator Carlson?
Senator CARLSON. Just one question, Mr. Sadlik.
You are here testifying with regard to the withholding. There are

other sections of the bill. I wonder if your meeting discussed the pro-
posed taxation of savings banks in the House bill Are you satisfied
with that?

Mr. SADLIK. Not entirely.
Senator CARLSON. Do you have some suggestion to make in regard

to it?
Mr. SADLIK. No; I think the way it is coming out will be fairly satis-

factory although I understand the savings and loan and mttuals are
asking for further reductions. The Roth Committee, founded by the
chairman of the board of our bank Mr. Arthur T. Roth, appeared
before your committee concerning the taxation of savings and loan
associations and mutual savings banks on April 11. Mr. Howard
Stoddard of the Michigan National Bank represented the Roth Com-
mittee.

Senator CARLSON. You would approve the House bill?
Mr. SADLTK. Yes; to the extent it is better than the 1951 law. We

hope the Finance Committee will dome closer to our goal of tax equality
than did the House.

Senator CARXLSON. Thank you. That is all.
Senator KRu. Thank you very much, Mr. Sadlik.
Mr. Carlysle A. Bethel, Wachovia Bank & Trust Co.
Let me announce we are goifng right through the noon hour until

all of the scheduled witnesses'havebeen heard.
Mr. B1EPma. The distinguished Senator from Illinois seems to be

happy, Mr. Chairman, 'I hate to get badk over on the other side thismorning.
Senator KEmn. Well, you don't have to. [Laughter.]
If you do it by reason of inward compulsion and no outward boer-

cidjn I -am sure the Senat6P from Illiois is just as prottd as I am of
the privilege of a witness to express his true. opinion, and his senti-
ments, and that he wdUld be just as vigorous in defending youi' riglt
to come here and oppose this measure as he was enthulastic in his
approval of the evidence of the witness who supported the measure.

2216



REVENUE ACT OF 1962

STATE T OF CALYSLE A. BETHEL, VICE CHAIRMAN,
WACHOVIA BANK & TRUST C0., WINSTON-SALEM, N.O.

Mr. BETHEL. Yes, sir. My name is Carlysle Bethel. I am vice
chairman of Wachovia Bank & Trust Co. of Winston-Salem N.C.
I supervise the operations of our trust department of which I have
been a member for over 25 years.

May I respectfully submit that the requirement of withholding of
tax on interest and dividends payable to corporate fiduciaries is un-
necessary, wasteful to the use of funds by such fiduciaries and their
beneficiaries, burdensome to manpower and expensive to process.

May I also protest in particular the requirement of withholding of
tax on dividends and certain types of interest due tax-exempt entities
such as pension and profitsharing trust, endowment, and other chari-
table and educational funds.

The time limit on. my remarks will permit me to express orally only
conclusions concerning the adverse effects of section 19 on the opera-
tiolis of corporate fiduciaries and their beneficiary-customers. I will
file a supplemental statement documenting these conclusions, which
are as follows:

(1) If section 19 is applied to corporate fidtciaries, it would be the
equivalent of using an elephant gun to rid the attic of some rats and
in nuclear parlance it is overkill,

There has been no complaint that corporate fiduciaries have failed
in any consequential degree to furnish the Internal Revenue Service
all figures and information necessary to enable it to collect all taxes
due from such fiduciaries or their beneficiary-customers. Wachovia
estimates that its accounting costs for fiduiar'y services will be in-
creased one-third to comply with section 19, which in some instances
will wipe out the already low profit margin in the administration of
trusts.

Furthermore the inconvenience and hardship on our beneficiary-
customers will 6e substantial, particularly in the case of those having
low incomes who constitute the majority of our customers.

No amount of advance warning or later explanation is going to
appease a widow with several children and no income tax liability
who has been receiving a monthly check for $100 from dividends in
her deceased husband' small estate and who, on February 1 1963,
receives a check for $80. She is living on a tight budget and later
refund of the withheld amount will be of little help in her current
plight. If she were not receiving her income through a trustee she
could file an exemption certificate afid receive all her income forth-
with. Thus she is penalized by having a trustee.

Also, very serious legal questions will arise and property rights
impaired in cases such as an annftitt who is entitled uWid~r a will
to receive $10,000 a year from a corporate trustee and receives oily
$8.o00.

These situations, in varying degrees, will adversely effect thousands
of Wachovia's ben eficiary-customors. If it be milliplied by the re-
sults in trust institutions all over the country, this harsh treatment
will bewildbr and hurt milliins-of peoPld.
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The obvious complications which would result from the above situation will
be readily apparent and they will increase substantially our coats for handling
this type of account. Compensation for guardianships Is controlled by statute
and provides little, if any, profit margin in most accounts under present circum-
stances. The proposed legislation will take the profit margin out of nearly all
guardianships and it is likely that few corporate fiduciaries in the future will
b willing to undertake this valuable public service when they know beforehand
such service will be rendered at a loss to them. In our own case, about 14 per-
cent of our total accounts by number are now guardianships.

In addition to the direct increase in accounting costs which will result from
the additional bookkeeping entries, there will be substantial other new costs to
trust departments, the impact of which isn't possible to assess with any degree
of accuracy at present. For example, trust companies may have the following
additional duties among others:

(1) With respect to all charitable, retirement, and other nontaxable accounts,
quarterly refund claims probably will have to be filed. It now appears that
these claims must show the source, gross amount, and tax withheld with re-
spect to each item from which tax has been withheld. Preparation of such claims
will involve almost the same amount of work which would be required for a
quarterly statement of the account, whereas under present conditions most ac-
counts have oily annual accountings. Failure to file for and collect refunds
promptly probably will expose the trustee to surcharge liabilities.

(2) The combination of withholding and the reporting requirements under
legislation establishing taxpayer identification numbers likely will reqtlIre ma-
jor revisions in accounting systems for most trust companies. This cost alone
will be substantial since it could involve revision of forms, new and more ex-
pensive equipment, additional personnel, and retraining of present personnel.

(3) Present methods of preparing fiduciary tax returns and furnishing in-
formation to beneficiaries as well as to the Internal Revenue Service must be
revised extensively.

Aside from the detrimental effect on trustees, withholding will have an ad-
verse effect on the persons, organizations, and accounts that have tax withheld
which is refundable. Income of retiremtet plans, for example, normally is im-
mediately reinvested. Under withholding, reinvestment of 20 percent of a major
portion of the income for such accounts will be delayed for periods ranging up to
3 or more months. This will reduce the yield of such accounts by a measurable
amount on a permanent basis and thus, in the case of pension plans, increase
the cost to employers. In profit-shating plans, it will reduce the amounts re-
ceived by the employees. For other types of accounts where income is distrib-
uted rather than reinvested, withholding will in many cases delay payments
of substantial amounts of income to those entitled to its receipt. Under these
circumstances, retirement accounts and other organizations exempt from in-
come tax, as well as some individuals who have limited or no tax liability, will
be making involuntary, interest-free loans to the Government for indefinite
periods of time.

Because of the quarterly refund provisions which will affect a large proportion
of trust accounts and the additiontl informationl Which ilist be furilished nearly
all trust beneficiaries, it is probable that accouhtihgs to persons and orgailiza-
tions having an Interest in trust accounts will have to be shifted from a normal
annual basis to a quarterly basis. For those accounts tlider court supervision,
it Is unlikely that the probate courts will be willing to change from their present
annual account basis which means thfit for a vast nhiber of accounts we must
prepare five statements each year rather thah the one anual accounting which
now serves all purposes. This situation alone coUld almost quadrtile the trus-
tee's costs for stAtementpreparation.

Increasing the cost of rendering trust services will have the effect of substan-
thIily reducing earnings in the trust depAftment. Most trust departments in this
country operate at only a nominal profit or at a loss and tis legislatin- mMy
force a great many of them to either discontinue trust services or raise charges
to the point where they no longer appeal to the mass market. In either event,
the public is the loser. The effects of withho0lding will gbrqAcl like ripples on the
water. They will be infiulite and immeasurable and any benefit to the Govern-
ment would seem to be far outweighed by the increased expense to bafiks in
general and the hardship, expense, and Inconvenience which vill be imposed
tipon a major segment of our population.

As income tax legislation over the years has increased in scope and cohiplexity,
trustees' problems in furnishing information and assisting beneficiaries hkve also
become more and more burdensome and expensive. The current problems we
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may have in dealing with trust beneficiaries will seem insignificant compared to
those we will face under the impact of this proposed legislation. The adminis-
trative and accounting problems alone are sure to require an expanded staff and
when you add to the situation the requirements of additional tax information and
assistance to beneficiaries, the outlook becomes grim.

Thus, among other things mentioned above, withholding in the case of corpo-
rate trustees whose compliance with tax laws has been and is on the highest
plane, in summary will:

(1) Because of great increase of work, narrow or wipe out the trustee's margin
of profit in the administration of all trustes; and

(2) Because of the loss of earnings that would otherwise be made on the re-
investment of income continuously withheld-

(a) increase the employer's costs in pension trusts;
(b) decrease benefits to employees in profit-sharing, savings, and thrift

trusts; and
(c) Adversely affect the ability of the other tax-exempt entities to meet

payrolls and other expenses.
Senator KERR. All right.
In your statement, you say:
All corporate fiduciaries are strictly supervised and examined by the Federal

agencies which regulate them such as the FDIC, Comptroller of the Currency,
and the Federal Reserve Board.

What supervision of corporate fiduciaries does the Federal Reserve
Boardhave?

Mr. BvmHEL. Well, all member banks are examined, at least once a
year sir. They come in with a large group of men who go through
all the activities of the trust department including its tax returns, its
accounting-

Senator KrAig. The Federal Reserve representatives?
Mr. Bwr=L. Yes, sir. Hordes of them.
Senator KERR. Hordes of them?
Give the committee some idea of the numbers that you refer to.
Mr. BErhEL. I would say 25. It just seems like more when they

descend on you, Senator.
Senator Ernn. What is the difference between calling on me and

descending on me.
Mr. BTrHEL. Well, you never know when they are comllng, sir.

[Laughter.] There is real purpose in that, they would lose a lot
of their effectiveness if our clerks and accounting people knew when
they were coming.

Senator Kmnn. They would get ready for them.
Mr. BvrnnL. That wold be unfortunate.
Senator KEnIR. Whitt wotld they do to get ready for them they don't

ordinarily do in their responsibilities of op6rftinf the busiiiess?
Mr. BET~itL. Well, they might bring Oltthe otfier set of books th t

sofemof thm'keap.
Senator Kift. In yourbaik?
Ar. BtThlmi. No, sir.
Senatbr Kr.n. Whieh baniks?
Mr. 13MIPHL. The ones which have been caught emibezzling.
Senator KERm. Would you give a list of them to the c6nmittee?
Mr. BEq'riPL. I have'not got such a list with the, but I wofldbe glad

to prepAire a list for you.
Sen tdr KvR". I believe it would be just as justiflible for me to say

that you are using a shotgun indictment as it was for you to say that
they descended 'upon you in hordes. I am sure that you wouldn't
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want any other banker here making the statement that could possibly
reflect on Waclovla Bank & Trust. Co., and I am sure in your re-
sponaible position of vice chairman of your board you wouldn't want
to say anything thfit would reflect on either trust companies in general
or banks ini general.

And when you issue a kind of a statement you do, I think you should
be definite about its application unless there be those who would feel
that it was a bllailet indictment. Kind of like an anonymous letter.

So as a responsible witness and having mnade a statement, I feel
that it would be of service to the committee for you to identify to the
committee those to whom yoU refer.

Mr. B virEL. Senator, I think it is a matter of public knowledge
that there have been an increasing amount of embezzlements in banks
in this country in the Tnited States and I was simply referring to
that, sir.

Senator Dovo.,As. I understand.
Senator KERiR. I don't think he needs any defense. If you want

to-
Senator DotroLAs. Mr. Chairman, may I interrupt? It is perfectly

well known that there is an association of bank stockholders which,
published this year a total on number of bank embezzlements. I think
the witness has made honest statements.

Mr. BE'rn . Thank you, Senator Douglas.
(Colloqiiy off the record.)
Seator KERtR. Mr. Bethel, I appreciate men with positive con-

victions.
I am glad to have positive convictions. But I must say that when

you come before this committee, there is always the likelihood that you
will be cross-examined by members.

Mr. BmtIML. Yes sir.
Senator KERR. 11I ever saw a man who can take care of himself

I believe you are one of them.
Mr. BFn ,rI,. Thank you, sir, you are very gracious.
Senator KERR. Are there questions from the Senaitor from Illinois?
Senator DoUGLAs. No; thank you.
Senator KER. From the Senator from Kansas?
Thfifik you very much, Mr. Bethel.
Senator KRn. Mr. Paul Prior, of the Savings and Loan League

of Itdiirm, has subMitted a written statement in lieu of appeaorig.
His statement will be made v pafrt of the record.

(The prepared statement -o f Mr. Prior follows:)
STATEMENT OF PAUL PRA0R ON BEHA. F OF WTHE SAVINGS & LOAN LEAGUE O iNDANA

My name is Paul Prior. I am the executive officer of the Cooperative Building
& Loan Associatiofl in Seymour, Ind., a $10 million institution with seven
employees.

I am also the president of the Savings and Loan League of Indiana and as
such, speak on behalf of Its 215 association members in that State.

The Savings & Loan League of Indiana and its 215 members are opposed to
the withh6lid hg of taxes on dividends paid to the savers in these institutions and
we offer the following testimony in support of our opposition.

The withholdifig of taxes on dividends Aiid interest serves to add complexity
to a tax system which the average citizen taxpayer already finds dfiNiet to
comprehend.

It will collect taxes from some who will not owe a tax.
It will deprive millions of savers of the use of dividend money by advancing

the effective date of taxation 3 months to a year. There will be many unwary
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and tfniformed persons who will fail to file the proper exemption certificates
and thus be taxed when they dtIot owe a tax. Some of these people will never
even obtain the refund.

Withholding on dividends will be an administrative problem for savings and
loan associations. The Treasury Department takes the pcsitlon that It is
simple-you just add up the dividends and send 20 Percent of It to Washington.
H.R. 10050 does not require an accounting to the individual saver but good
public relations do require it. At least in the early stages of withholding we will
have to inform each individual of the amount of the withholding. Otherwise
we will be swamped with iltqttirles and complaints that we have reduced our
dividend rates or improperly computed the dividend, Some people will not
understand that the association was compelled to withhold and others will take
out their ire on us simply because we will be the handiest target.

MNany associations in Indiana cannot afford the cost of machinery to accomplish
the withholding computation and other bookkeeping processes that will be re-
quired. These associations will have to make the computations manually and
prepare notices to savers on an individual basis. Only the largest associations
will have the electronic equipment to handle withholding on a mass basis.

The provision for exemption certificates applies only to a limited nurnber of
savers-those under 18, over 05, and those who have no taxable Income. The
recordkeeping within the savings and loan association of the exemption certifl-
cates Is complicated and continuous.

Fifty associations in Indiana have assets of less than a million dollars. They
are hampered by lack of personnel and cannot justify the cost and ownership
of equipment needed to effectuate the withholding.

The community served by the savings and loan association will be faced with
a reduction in the amount of funds available for home finance. Some savers,
in anger or disgust, will withdraw their savings and Invest them elsewhere. Of
course, the saver accomplishes nothing by this move except to give vent to his
ire. Nevertheless, the funds are withdrawn and are not available for home
loans.

The home mortgage money supply will suffer in another way. If taxes are
withheld and paid to the Treasury, the money to pay the withheld tax comes
out of the association and further reduces the supply of mortgage money. When
the tax Is paid directly by the saver, he usually remits with a check and the tax-
payment is made from a checking account. This does not reduce the supply of
mortgage money.

We honestly feel that the objective of obtaining nearly complete reporting
of interest and dividends can be accomplished by the alternative method of re-
quiring Information returns of all dividends and Interest of $50 or more. At
least this should be given a fair trial before the withholding tax Is enacted.

Information returns on dividends and interest of $50 or more strikes at two
of the major causes of underreporting. First, it would largely eliminate under-
reporting which is caused by the taxpayer not having the exact information as
to the amount of his interest and dividends. Secondly, It would eliminate the
underreDpbrting that results from the fact that some taxpayers are aware that
interest payments of less than $000 are not reported to the Internal Revenue
Service.

With respect to point No. 1, a sizable portion of all'taxpayers wait until almost
the tax deadline before computing their tax. The cartOb version of the harassed
taxpayer filling out his tax form at midnight is probably not much of an exag-
geration. When the taxpayer comes to the Item about Interest and dividends,
he looks for his savings account passbook. If he has made a deposit or with-
drawal since the end of the year, his credited dividends will'be posted in the
book, but, unfortunately, they are sometimes not clearly Identified. If he has not
made an entry this year the dividends are not posted in the book. Then he must
conltfite them hikhself. Cmputitg dividends and Interest is sometimes diffi-
cult even for our trained staff because of varying practices of daily balance,
iniiliiltun balttce, etc. It is not surprising that some taxpayers throw up their
hands and either report nothing or report ah inaccurate figure.

If the taxpayer received the 1099 form showing the amount of his taxable
dividend for the year, then this problem would I4e completely elifitinated, At the
same time, the fact that the association has reported that dividend to the In-
ternal Revenue Service, even If the Internal Revenue Service does not actually
audit It, serves as a strong deterrent to underreporting. Incldefitally, as demon-
stratedIn the addendtlum, well over 90 percent of all the dollars of dividends paid
to saVings and loan savers wouldbe-covered by reports of $50 or more.
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We feel that the use of information returns and the continuation of the recent
educational campaign to the public will result in a collection system almost as
effective as withholding, with only a fraction of the burdens of withholding.
ADDENDUM TO TESTIMONY BEFORE SENATE FINANCE COMMITTEE BY SAVINGS AND

LOAN LEAGUE OF INDIANA

FACTS SUPPORTED BY TABLES BELOW

Fifty-two percent of all accounts (under $1,000) carry only 6.5 percent of total
savings dollars in savings and loan associations.

Eighteen and four-tenths percent of all accounts (over $5,000) carry 63.2 per-
cent of total savings dollars.

If information returns were made for dividends in excess of $400, then 26.5,
)ercent of the dollar amount of all dividends in savings and loan associations

would be reported on form 1099.
If information returns were made for dividends in excess of $200, then 03.2

percent of the dollar amount of all dividends would be reported.
If information returns were made for dividends in excess of $40, then 93.5

percent of the dollar amount of all dividends would be reported.

TABLE A.-Dstribution of savings by size of accontsM-A study of 19 Federal
savlng8 and loan assoclatIons selected at random in 1957

[Percent)

Account balance Percent of Cumulative Percent of Cumulative
number dollars

to $99 ......................................... 18.1 .............. 0.2 ..............
$100to $500 ..................................... 19.6 37.7 2.1 2.3

to 1000 .................................. 14.3 52.0 4.2 6.5
$1,0o0 to 50--------------29.8 81.8 30.3 36.8
$5,000topi,000 ------------------------ 12.8 94.4 38.7 73.5
Over $10,000 ----------------------------------- 5.6 100.0 26.5 100.0

NoTE.-See p. 239, "Savings and Loan Annals, 1957."

TABLE B.-Distrbution of savings by size of accounts in Indiana, projected on
basis Dec. 31, 1961

Account balance Number of Cumulative Dollars Cumulative
accounts

oto$ ............................------------- 139,000 .............. 3 0,00 .
$100 to ..................................... 154,800 204,700 V0651 000 1595,000

t$500------------------------------ 108,000 403,800 74,130, 00 14, 726, 000
1,000 to 000---232,000 035,800 534, 705, O 49,20,000
000to I -- - - - - -1000 735,600 647,765,000 1,297,275,000

Over $10,000 ....................... . . 38, 655 774,255 467,725,000 1,785,000,000

TABLE 0.--Proected extended to show amount of dividends and percentage of
accotits affected if information retUrnes were required on dividends exceedlng
various amounts

Dividend
Account balance Dividend Dividend at Cumulative4 percent

Amount Percent

o to $00 ....................................................... 100.0 $141,200.
$100 to $00 ................................................. 99. 1,482,800 $1, 23,800

)0 to $1000---------------... 97.7 2,985,200 4,5NO, 000
1,0o tO , .... .. ......-....-..-..-..-...- -- --.. ....-. 5 . 21,3910S 25,8, 800

$5,000 tO $10,000 ................................ 200 83.2 25,010,200 61,891,000
Over $10,000 ................................... 400 26.6 18,709,000 70,80,000
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Senator KmR. Mr. William Neil.

STATEMENT OF WILLIAM I. NEIL, CHAIRMAN, LEGISLATION AND
TAX COMMITTEE OF THE STOCK TRANSFER ASSOCIATION

Mr. NEIL. Mr. Chairman, my name is William J. Neil and I am
chairman of the Legislation and Tax Committee of the Stock Trans-
fer Association, which is a trade association consisting of 256 mem-
bers from leading banks and corporations. These members transfer
securities, pay dividends, et cetera, involving many millions of stock-
holders who would be affected by the proposed withholding.

If, as IRS has indicated, there is a yearly loss of over $600 million
due to nonreportmig of dividends and interest, we agree that the
Government should not lose this amount.

However, the means suggested would penalize the honest taxpayer
in order to catch the few dishonest or merely neglectful taxpayers.
Meanwhile, in addition to the considerable expense involved, a heavy
accounting burden would be placed on banks, corporations, and in-
dividuals.

For millions of taxpayers, the withholding would be a payment
in excess of tax actually owed. This is particularly true for tax-
exempt institutions, such as churches, educational institutions, pension
funds, et cetera. Instead of losing money to which it is entitled, the
Treasury would probably end up keeping a lot of money to which it is
not entitled, particularly from small individual taxpayers who, either
through ignorance, redtape, or bewilderment, would never claim the
refunds at all.

The educational program started only a few years ago and the
new ADP numbering system should be given a chance to function
before determining that withholding is necessary. Taxpayers iden-
tifying numbers and mechanization of audit procedures should be
considered sufficient until proved wanting.

Needless to say, payers of dividends and interest are being put to
considerable cost and expense in obtaining taxpayer idenificatim
numbers for stockholders et cetera. One payer alone estimates that
it will cost between $280,600 to $300,000 to adjust its records to show
an account number. The great amoutitof work this involves is an-
other reason for avoiding withholding at this time and allowing the
expensive ADP system to work without adding additional burdftis
to payers of dilidends. It would seem logical that withholdinfg
shouldbe adptedonly as a last resort.

There is no assurance that the proposed withlolding would correct
the gap problem, unless it is assumed that those avoiding tax are in
the 16w icome tax brackets. Taxpayers in the higher tax brackets
who may now be willfully omitting taxable dividends and interest
income fromn their returns will flitd no reason to report such iuidome
aid pay tax in excess of the 20 percent withheld. Fugher, it would
not e1iminate the audit procedure for those who are taxable in excess
of the rateof percent.

The IRS should make better use of the 1099's which are filed cOv-
ering payments of dividends and interest. With the automatiddata
processing procedure they should be able to close the gap if, in fact,
one exists.
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'he proposed bill provides for exemption certificates on dividends
for minors under 18 years of age, good until the beginning of the year
during which the minors become 18 years of ave. It also provides for
yearly exemptions, on a calendar-year basis, for other individuals not
subject to tax. This type of exemption certflcate, on a calendar-year
basis will create an almost insurmountable task for payers of
dividends.

The method of coping with this will vary, depending on the system
used by each payer of a dividend. Along with many other items, it
raises the question of how to deal with stockholders so that they will
not overlook f ling an exemption certificate for the following calendar
year. Will it be necessary for payers to send a notice before the end
of the calendar year reminding all stockholders or only those who
have filed exemption certificates, of the necessity o? filing an exemption
certificate each year if they are entitled todo so?

This in itself will create a fluctuating situation from year to year.
Based on income tax returns filed in 19159, about 13 percent of those
who reported receipt of dividends were not taxable.

Taking this into consideration and including persons over 65 years
of age and those who do not file a return due to the fact that their
income is under $600 a year, it is conceivable that approximately 6
million exemption certificates could be filed and would have to be
processed during each calendar year. We are sure you will realize
tins is not a simple problem.

Obviously, if withhol din is enacted into law, no exemption from
withholding -would be the least burdensome to payers of dividends.
However, if exemption certificates are to be allowed it should not be
restrictive, as pro posed in the bill, but, Should also be extended to tax-
exempt organizations such as churches, educational institutions, pen-
sion funds bank nominees, et cetera.

We further believe that it is practically impossible to handle exemp-
tion certificates on a yearly basis in viewy of the many and varied
problcrms that would arise. The task of processing and reprocessing
yearly certificates Would be complicated, confusing, and expensive.
1This applies even to the proposed exemption for minors.

In order to avoid much of the con fusion referred to if exemption
certificates are allowed to be filed, we strongly recommend and urge
that such certificates, when filed, be good uifl withdrawn or revoked.
In such an event the exemption certfleate could bo filed in duplicate
aId provide for an idtentifying number. One copy would-be filed with
thle Internal Revenue Se'vice who then could mike use of -the acdoulit
nibciilbp and place the information on its records. The tax return on
sudh itfes ofuld be checked to determine whether or nbt a tax is in
fact payable by the persons involved and, if necessary, invoke the
l)enalty provisions of the bill. This woitld eliminate a great amount
of c(nftision to payers of dividends and to stockholders and relieve to
a great extent the insurmountable burden which yearly exemption
would cause.

The Treasury Department has, provided for quick refunds which
will be a tremendous task and in king the reftutids it will have no
assurance thatthe tax has in fat been withheld. The Treasury should
Iake this Calcilated risk of improper exemption certificates being
filed which we feel would be less harmfftl thn -overrefuidhig.
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The professional transfer agent acts for many corporations and a
stockholder filing one exemption certificate will assume that it covers
various issues of stock and will be quite upset when he is askel to fur-
nish an exemption certificate for each class of securities held.

The language in the report of the Committee on Ways and Means
on page A149 which reads as follows-

In general, a person entitled to exemption need file only oe exemptli cer.
tificate with any withholding agent-

will not help this situation. Further, in many cases the certificate will
be sent in without reference to the class of stock involved and will
necessitate considerable correspondence.

There are many problems if a calendar-year basis is used. One of
these might be stated as follows: A corporation pays' a dividend early
in January and some stockholders have not renewed their exemption
certificates prior to the dividend payment date. The Jayer would be
forced to effect withholding of 20 percent. Upon receiving his check,
less 20 percent, the stockholder would obviously, through misunder-
standing be very critical and write to the corporation, stating that
he has flied an exemption certificate and that no withholding should
have been made.

However, the corporation would be forced to tell the stockholders
that he must claim the 20 percent from the Government and that a
new exemption certificate in the form prepared by the IRS must be
filed.

In addition to causing irritation on the particular dividend in-
volved, it will also cause problems at the end of the tax year resulting
in a great amount of correspondence being sent to the payers of divi-
dends asking for information. Further many stockholaers will not
realize that the 20 percent was withheld and will not make a clahn
therefor.

The bill, as proposed, seems to ignore the method of handling the
situation created when a corporation pays a stock dividend in stook of
anoth r company. This is considered income to the recipient. .

There appears to be no answer to the question as to how tax is to
be computed and withholding effected.

This becomes even more complicated when fractions of a share
are not issued but are adjusted in cash. The fractions mar be ad-
justed in cash based on the average price ona stock exchange, f listed,
on the record date.

However, the basis for income tax on full shares issued is usually
the average on the payment date. Since these prices may differ it adds
to the con~sionlofhe taxpayers.

In one sittationtho price for adjustig fractions on the record datte
was $40.95, and on- the payment dite t e avera e price was $38.68.
In order to withhold, wotfld shares have to be soTd? If so, the price
received could be more than the amonilt needed for payiliet of tax
aid-cotfld Also be less, depending on the market situation. The market
for the shares could be effected and it might also require clearance
unide the Securities Act of 1933 as am .ded. How (aid -at whit
expense to G6vernment and corporltios) is wifhholding to be han-
dled in this situation? The only practical solution wotld a ppferi
to be the exclusion. of this type of transaction from withholdi~ig;
which we-urge be given strong consideration.
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Section 19(c) (2) of the bill adds section 1444 to the code providing
as follows in section (a):

Under regulations prescribed by the Secretary or his delegate, every person
wio pays amounts subject to withholding under chapter 25 and who has been
notified by a payee thereof that the payee is a nominee required to deduct and
withhold on such amounts under section 1441 or 1442 shall, in lieu of the nominee,
deduct and withhold from such amounts paid to the nominee the tax required
to be deducted and withheld tinder section 1441 or 1442, in the same manner
as if such amounts were paid by such person directly to the beneficial owner
thereof.

If the nominee so notifies the payer the nominee is relieved of
responsibility for deducting and with holding tax under section 1441
or 1442.

This new section does not indicate whether this information is to
be furnished to the payer for each dividend or whether it is to be on
a calendar-year basis or good until revoked.

This language presents a problem to the payer of dividends and
the maintenance of its records. There are many situations where the
same nominee is used not only for nonresident aliens but also for
U.S. citizens.

If a nominee advises the payer that a specific number of shares
held in its name represents shares held by nonresident aliens of a
specific country, we would have no way of knowing when this posi-
tion changed.

It would further cause confusion if the shares held in a particular
nominee's name were split on the records, with the possibility that
cancellation and retirement of shares would be taken out of the wrong
account. This is the problem we now face and the practice is to refuse
to split accounts on the records for many reasons.

If the bill is adopted with this provision it would change the prac-
tice of payers adopted over the years and obviously could cause con-
fusion. This problem could be eliminated by allowing bank nominees
to file exemption certificates, good until revoked for all shares regis-
tered in their names. They would then act, as they do now, as with-
holding agent. This would also apply to shares held in the name of
nominees for the account of trusts, pension and profit-sharing plans,
charitable organizations, et cetera.

Our comments are predicated on our understanding of the bill as
passed by the House of Representatives. We cannot be sure of all
the problems of the members until a bill is finally enacted and the
Internal Revenue Service has published its regulations.

This will probably be several months after final enactment of the
bill and raises a serious question as to whether our members and other
will be able to obtain new equipment, where necessary, and change
their methods of operation before the proposed effective date of the
bill now beipg considered.

Thank you very much.
Senator Kvnn. Ti'hank you, Mr. Neil.
The committee will recess until 10 o'clock Tuesday morning.
(By direction of the chairman the following is made a part of the

record:)

STATEMENT OF GEOROE 13. BARNES, REPRESENTING THE MIDWEST STOOK UXOitANOE

As a student of Federal 'Income tax legislation for the past 40 years, I have
never been so gravely concerned ris now. over the proposal to withhold taxes on
interest and dividends utfider chapter 25 of H.R. 10650 for the reason that it is
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an open invitation to fraud-corporate and individual-would impose completely
needless hardships on people who can least afford them, and would be more
likely to shrink net revenues to the Government than to increase them. This is
why I appreciate very much the opportunity to file this statement. It is based
upon long experience in preparation of income tax returns, filing hundreds of
claims, and dealing with customers in the banking and investment business and
also serving on National and State Federal tax committees. For the record, I
am senior partner of Wayne Hummer & Co., Chicago, past chairman of the Mid-
west Stock Exchange, and a working director and member of the executive
committee of the Suburban Trust & Savings Bank, Oak Park, Ill., and I might
add that my views have the support of my bank as well. For your information,
my first studies of Federal income taxes were initiated in 1918 when I prepared
up to 1,000 individual returns as a public service in behalf of the banking insti-
tution which I served as auditor. For a number of years, the Chicago collector
of internal revenue annually acknowledged by letter my service to a community
of 25,000 then without internal revenue agents to help the taxpayers.

I still prepare front 75 to 100 returns each year for friends and business
acquaintances in order to keep abreast of the regulations and to be generally
helpful in an increasingly complex and complicated field.

It has also been a source of satisfaction to me that the Congress has adopted,
on more than one occasion, tax proposals that I submitted, which the record
will indicate. I mention my personal interest and experience in Federal tax
matters for the reason that only this past week I had an experience with the
Internal Revenue Service that vitally concerns the subject at hand in connec-
tion with examination and audit of a 1960 individual tax return which I pre-
pared. In a return which reported $31,700.84 in dividend income, the examining
agent had no 1099 information returns to audit the dividend items numbering
65. Individual dividend payments ranged from 76 cents to $4,151.25. He asked
the taxpayer to produce any copies that had been saved by him from the in-
dividual companies. Further, I cannot recall any time in the past 5 years an
examining agent having before him for audit purposes Forms 1099 regularly
furnished the Internal Revenue Service at great expense by corporations and
others. In the reporting of dividends and interest, which all companies so
cooperatively carry out, we already have an effective means and basis to
collect taxes. In this connection, it is gratifying to know that the Commissioner
of Internal Revenue is taking steps to provide improved audit procedures through
computer data processing, and I would like to see it extended to interest pay-
ment.s below $600.

May I make very clear to you that since the end of the war, because of what
amounts to continuance of an excess profits tax as high as 91 percent on
individual incomes (although the corporate excess profits tax was repealed) it
has been the practice of parents to make periodic gifts to children and grand-
children to lower the heavy burden of income and estate taxes. This has
been facilitated by the passage by every State of the Union of a "gifts to minors
act," making it easier for parents to make gifts of securities and cash. But even
prior to this innovation, thousands and thousands of transfers were made to
children in the form of savings accounts and securities to ease the tax burden
and make a better education available. If the facts were known, a good por-
tion of unaccounted-for interest and dividends claimed by the Treasury would not
be subject to income taxes. It will be of interest to you that one of our clients
recently transferred about $3,000 in stock to each of 21 grandchildren and 5
children. Incidentally, this category alone would create a vast number of tax-
payers to whom the Government would be obliged to make refunds under the
proposed legislation. There are undoubtedly illegitimate or suspect sources
which fail to report certain dividend and interest income. But it will be
found that those who are engaged in legitimate businesses and professions
generally report these items very conscientiously.

The Treasury's estimate that there is a 91-percent compliance of dividend re-
porting in income tax returns is highly credible, and when the tremendous
volume of dividend payments to elderly people and minors not subject to, in-
come taxes is considered, this is a remarkable percentage, probably without
equal anywhere else in the world.

Now I would like to list what appear to be from my experience the basic
faults of the withholding pr.i. Ison of H.R. 10650.
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BASIC FAULTS OF INTEREST AND DIVIDEND WIT1IIIOLDING UNDER CHAPTER 25
OF H.R. 10050

Basio fault No. .- Unjustifled overwithholding of taxes.
Baste fault No. 2.--Inefllelency, waste, and duplication imposed upon0 (may-

ernment, business, and taxpayers to administer withholding.
Baste fatlt No. 3.-A large segment of interest payments not covered by

withholding.
Basic fault No. ..- lmpraetteality and complication would cause a mufltipliea-

tion of administrative problems and serious interruption In operations of oui
security markets.

Basic fault No. 1: Unitustifled overwithlolding of tfaes
Prom my long experience In dealing with small stockholders and savings

depositors, I am confident a large portion of the unjustly withheld taxes under
the legislation would not be recovered, because of either ignorance or fear of
making out a refund incorrectly, or belief that it would cost more in time than
the report 'is worth. This is something to fear inasmuch as it has been esti-
mated that 8 million stockholders would be subject to overwlthholding an( the
impact would fall most severely on those who can least afford it for these
reasons:

Interest eon savings (teount8.-The American Bankers Association took a
sample survey last year of 300 commercial banks which indicated a very large
concentration of small savings accounts. It is interesting to note from this
survey that two-thirds of the savings accounts in the reporting banks paid less
than $15 in annual interest. Still another 15 percent paid annual interest front
,$15 to $45. If you will project this sampling to the 52 million savings accounts
In the Nation, there are (-lose to 35 million savings accounts in commercial banks
alone earning interest of less than $15 a year. Need any more be said that this
legislation would unjustly deprive thrifty people of their full earnings on their
savings and result in untold losses anti Inconveniences. It is highly questionable
whether most of these people would bother about refunds and by not doing so
they would incur losses.

Dividends on stocks.-4 20-percent withholding rate is substantially more than
the actual tax for the average shareholder for the following reasons:

1. Proposed plan does not consider tile $50 annual dividend exclusion. For
example, 25 percent of the shareholders of American Telephone & Telegraph
receive less than $50 annually and 50 percent of all these shareholders wotlld be
Ineligible for quarterly refunds and would have to wait up to a year to get
their money back.

2. There is no allowance made for the 4-percent dividend credit to Individuls
which reduces the effective rate from 20 to 16 percent.
3. There is no provision for the 85-percent dividend credit on dividends re-

ceived by a other corporation. In other words, 20 percent would be withheld
oil dividends to other corporations compared to an actual tax liability of 7.6
percent on large corporations in the 52-percent bracket and only 4.5 percent for
the small corporations paying a 30-percent rate.

4. The proposal to withhold on dividends and interest has been confused
with wage and salary withholding where proper allowances are made for mari-
tal, dependent, and medical deductions as well as age and retirement income
credits. Even in the case of prolonged illness, wage withholding payments cease
on the first $100 weekly compensation.

5. Tax-exempt organizations such as churches, youth and character-building
agencies, welfare agencies, universities, corporate and union pensions funds may
not claim exemption from dividend withholding under the plan. In other words,
these organizations would be obliged to loan money to the Government without
interest return each year by having 20 percent of their payments retained by
paying corporations. These organizations which operate on close budgets mainly
from contributions and income from their investments can ill afford to have
their income reduced. YoUr attention is called to the fact that 8.Tpercent of all
ownership in publicly owned corporations is held by tax-exempt organizations
such as not-forprofit institutions and corporate pension funds.

6. The 20 percent withh6ldifig rate is unrealistic add is not geared to the
actual ability of taxpayers of all types or a reasonable approximhtion, thereof.
For example, a person receiving $5,500 claiming the "standard deduction"
would have a total tax liability of ohly $800 coiiftred to withh6lding of $1,100.
Retired taxpayers with extra medcil deductions would be very adversely
affected.



REVENUE ACT OF 1962 2231

7. Banks, insurance companies, and other financial institutions receiving a high
portion of their gross income from Government and corporate bond interest sel-.
dom retain 20 percent of their gross income after operating expenses. Con-
sequently, they would be subject to a larger withholding than they could absorb
(after credits for wage withholding and social security taxes), without impair-
ment of working funds, and liquidity would thereby be vitally affected.

Basto fault No. 2: Ineffioiency, higher COsts, wa8te and dupICation imposed upon
Government, bMsin8s, and tawpayer8 in order to administer withholding

The taxpayer as well as the Government would have no evidence or receipt
for payments, which would result in total confusion. There would be required
extensive and costly investigations and audits on the part of the Internal
Revenue Service of all payers of interest and dividends to verify amounts
not withheld as well as records of corporations and banks to verify validity
of millions of claims. Therefore, the plan contains many possibilities for loss to
the Treasury due to Inefficiency and/or fraud on the part of payers of interest and
dividends. Recipients could well have a feeling of distrust in the absence of
any assurance or notification that tax payments were made. It is claimed that
it will be a simple matter for a person to receive a refund by merely filling out
a post card or formu and sending It to Uncle Sam. This statement is irresponsible
inasmuch as all cases where the Internal Revenue Service has no record of In-
come tax filings or payments would require a special investigation before the
claim could be paid. Otherwise, it would be the same as giving the public
a blank check to draw on the Government which irresponsible people could
abuse without detection for the simple reason that it would be impossible under
the proposal to support claims with any individual records of amounts with-
held. This is the complete answer to quick refund advocates.

It would present a colossal problem for banks and savings institutions to deter-
mine the tax status of each depositor, and the execution of this would invade the
private affairs of citizens and shift the burden and responsibility of tax col-
lections from Government to private institutions. Eventually, these added
administrative costs would be paid by the thrifty. It is estimated that the very
minimum out-of-pocket expenses of the bank that I represent to administer
the withholding programs would be $1 per account. The postage on one mail-
ing and return to 12,000 depositors carrying savings balances aggregating $17,-
436,408 would be about equal to the total annual compensation provided of about
10 cents per account for the privilege of holding funds temporarily. It is caleu-
lated that indirect supervisory costs to the bank for administering the program
would also be substantial. This is contrary to the adequate compensation repre-
sentations made by the Treasury.

Reporting of incoie on form 1099 by corporations and individual payers of
interest and dividends provides the best means to insure maximum enforcement
at minimum costs atd confusion to business and Government. In my opinion,
the outer limit of responsibility by business should be confined to providing
regular Informational reports to the Internal Revenue Service. You will always
find that business firms are anxious to cooperate. The recent introduction of
computer data processing by the Commissioner of Internal Revenue to achieve
more efficient audits and enforcement is most welcome in this connection. With-
holding would oily add waste and duplication to this efficient effort.

Basic fault No. 3: A large segnent of interest ParMe t8 is not covered bly
withholding

There is no withholding of interest proposed on mortgages and private loans.
This represents a much larger amoiumt than interest payments on corporate bonds.
The effect of withholding on owners of corporate and Government bonds would be
to discrimintite against them in favor of private lenders. This would force
tax-exemPt orgaiizatitons and many individuals not subject to tax into other
forms of investment thht may not be so desirable or liq itd. There could be a
pronounced and adverse effect on the Treashiry's savings bond program.

Basic fatlt No. I,: Impracticality and complication would caltse a intltiplIea-
tiotg of admiftistrative problems and serious interruption in operations of olr
security markets

The problems of banks, trust companies, and investment firms resulting frotij
eiftintibn Or curtdiltitlt of use of shares in the hines of a nominee or what
are known as "street certificates" wotild be staggering since no exception Is made
and the full 20 percent is withheld under this leglslatifh. As an example, banks

8210-02-pt. 5-37
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and brokers acting as nominee usually receive one check from each corporation
for a dividend payment and the individual accounts are credited with the pro-
ceeds as the ownership appears, largely by automatic computers. If arbitrary
withholdings are made irrespective of the tax status of individual accounts, it
would be necessary to register each certificate in the owner's name and process
a multitude of additional items and checks by manual operations. With added
costs to both banks and Investment dealers occasioned by tax withholding, there
would be no alternative than to increase service and/or commission costs to
offset the burden.

Street certificates in many respects are the same to Investment dealers and
brokers as currency is to banks. Just as banks use currency to make change, so
do street certificates facilitate transfers and deliveries of securities to customers
or brokers and investment dealers. Also, it is not generally appreciated that
street certificates or nominee holdings are used daily to make deliveries and
settlements where security items of the seller do not reach the stock exchange
clearing corporations on the contract date for one reason or another because
of distance or delays. There are also daily instances of street certificate
substitutions for "not good delivery" items comprising certificates in the names
of corporations, trustees, estates, and other nonnegotiable form, to expedite and
facilitate daily settlements between buyer's and seller's broker. It should be
obvious that the market machinery would be seriously clogged and impeded in
case street certificates were eliminated or curtailed.

Under the proposal, all Government bonds (excluding series E bonds) and
corporate bond interest payments would be subject to 20 percent withholding
with no exceptions for individual and taxable corporate investors. This means
that in the case of bond transactions, it would be necessary for the buyer to
withhold from the seller 20 percent of any accrued interest to date of sale since
they would be obliged to pay 20 percent of the full coupon or payment on the
next interest date. This would impose many problems for bond dealers and
banks. Investors would tend to delay transactions until the exact semiannual
or annual Interest payment date and create an accumulation of transactions
with which banks and dealers in bonds could not cope. It should be obvious
that these withholding provisions would cause serious interruptions and in-
stability of normal market operations in our bond markets. Even some taxable
organizations such as banks and other large bond investors would wish to avoid
overpayment of taxes by acquiring bonds between interest dates.

Bond transactions would be further complicated whenever the seller is a
tax-exempt organization such as a church, school, or charitable organization
inasmuch as buyers would object to making an outlay of 20 percent withholding
tax on the full coupon when collected. For example, purchase from a tax-
exempt organization of $100,000 par value U.S. Treasury 4 percent bonds 5 days
before the interest would mean the buyer would pay the seller accrued interest
of $1,956.04, but would collect only $1,600 ($2,000 less 20 percent) on the interest
date and would thus be required to resort to claims to recover the funds.

CONCLUSION

I could continue at length in regard to other complications and taxpayer
problems to support opposition to withholding provisions of H.R. 10650. On
the other hand, there can be no argument with the basic premise that each citizen
should carry his fair and equitable share of the tax burden. On that premise,
a minority of earlier witnesses have argued-with complete sincerity I am
sure-that withholdin~g of dividend and interest income is a desirable step
toward tax eqittlity.

Such witnesses, however well meaning obviously have not had an opportunity
to study the implications of the pending withholding proposal, or they fail to
grasp its destructive potential. On balance, I believe that the principle as
proposed is demonstrably inequitable, admitiitratively impractical, and wholly
undesirable. Briefly and blithtly, its enactment would not encourage tax
equdtlity. BUt it would take us deep into the area of discriihtory self-
defeating taxation in its most virulent form with consequent and perhaps
crippling impairment of and respect for our entire basic revenue collecting
processes.
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TnxAs CHnisTu UNIVERSrrY,
Fort Worth, Tex., April 11, 1968.

Senator HARRY F. BYRD,
Senate Optee Building,
Washington, D.O.

DEAR SENATOR BYRD: Your Senate Finance Committee has a public hearing
scheduled for April 18-19 concerning the subject of withholdings on dividend and
certain Interest payments by corporations. I wanted to take this opportunity
to express my opinion as vice chancellor for fiscal affairs of an eleemosynary
educational institution.

If this withholding tax proposal becomes law, then it would be most advan-
tageous if tax-exempt organizations could simply file an exemption certificate
which would then enable the disbursing corporation to pay the full dividends to
the tax-exempt organization. The present proposal to allow the tax-exempt Unit
to file for a refund or to use the withholding tax as an offset on the quarterly
tax payment would work an undue burden on these units. I have noted with
great concern the fact that interest is to be treated in a somewhat different
manner, except where the interest arises from bonds of commercial organila-
tions. This means, in effect, the dual system of keeping up with these many
transactions and, at our own institution, we have projected a full-time employee
to keep up with this matter.

I am sure that you will receive many expressions of interest and varying
opinions on this subject. This is simply a personal recommendation based on a
careful analysis of our own situation, and we would certainly want to urge that
the exemption certificate method be given every consideration. Thank you so
much for your consideration.

Most cordially yours,
L. 0. WlirrE, Vice Ohancellor.

COLONIAL GROUP, INC.,
New York, N.Y., April 12, 1962.

Hon. HARRY F. BYRD,
(Chairman of the Senate Finance Cominittee,
Washington, D.

HONORABLE Sin: We are a mortgage company which for many years has been
making loans secured by real estate, mostly one-family dwellings, in the State of
Virginia.

A substantial portion of our funds are received from savings banks, savings and
loan associations, and commercial banks which are all located outside of the
Commonwealth of Virgina. We feel quite certain that everyone recognizes the
contribution which these institutions have made to the growth of the housing
and construction industry not only in Virginia but in the entire country, and we
are certain that the present growth in these fields could not have been attained
without such funds.

We are writing to you in connection with the proposal to have these institutions
withhold tax on interest and dividends. If enacted, this proposal will have an
immediate effect of reducing the amount of funds available to invest in mort-
gages in the Commonwealth of Virginia and other areas. Not only will it de-
crease the funds, it will inevitably give rise to a substantial shift of individltal
savings away from such institutions to tax-sheltered investments causing not
only a deduction in income to the Government but an uncertainty with regard to
the magnitude of such shifts, thus reducing the willingness of these banks to
commit to make mortgage money available.

Aside from the costly and complicated bookkeeping involved on the part of these
banks the entire procedure of this advance deduction appears to us to be unneces-
sary in view of the reported mechanization of IRS procedures.

We strongly urge you to vote against this legislation which will have a harmfttl
effect on the homebuilding industry not only in the State of Virginia but through-
out the country.

Respectfully yours,
MILToN DouNbusu, Presidett.
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AMERICAN SOCIETY OF CORPORATE SECRETARIES, IN0.,
Ncw York, N.Y1., April 101962.lion. HARRY BYRD,

chairman , Scnate Finance Conmittee,
11asgh Intonl, D.C.

)EAR SENATOR BYRn: The American Society of Corporate Secretaries,' Inc., is
a national organization with approximately 1,300 members, representing about
1,000 corporations-large and small-with many millions of the Nation's share-
owners. A copy of the latest yearbook showing the membership of the society
Is attilehed.' This organization has only rarely taken positions with respect to
pending legislation and then only In limited circumstances in which it is felt
that the expert knowledge of the members of the society can be of clear service
to a legislative committee or to legislators.

The society and its committee to review pending legislation have reviewed with
concern the diflotlltles confronting those seeking to draft proposed new legislation
to provide for 20-percent tax withholding on dividends and some types of interest
income.

Since all fairminded public citizens applaud any efforts to require uniformly
Impartial collection of taxes and since withholding as applied to all recipients of
dividends and Interest has on Its face an appearance of uniformity and impar-
tiality, the worthwhileness of the objective has tended to obscure the precise
issue: (1) Will withholding bring about more net revenue-giving due account
to the collection costs applied to the Nation as a whole-and (2) will its side
effects be worth the hypothetically expected cure?

It is noted that the joint committee's staff and the Treasury anticipate with-
holding will yield an additional $550 br $650 million in Federal tax revenues
annually. Although we have not reviewed the premises on whieh these estimates
are based, we understand that the estimates are projections from overall figures
and are necessarily Imprecise because of the variations in taxpayer status, such
as substantial recent increases In nontaxable investment fuhds and the contifluing
extension of shareownership into the hands of smaller lower income holders.
Even if the net increase be effected, there should be considered as offsets the
additional collection expense to which the Treasury would be put as well as
the substantial though unmeasurable unprodUctive costs of corporations, trans-
fer agents, banks, trustees, brokers, accountants, and individudi taxpayers.

If, as is quite likely, the net increase in revenues has been overestimated, the
vast amount of additional bookkeeping, additional refunding, and additional
clerical activity on the part of the Internal Revenue Service and taxpayers could
very likely bring about a net result to the national economy entirely opposite
to that intended.

Failure to report dividends and interest by taxpayers under our voluntary
compliance method can be attributed either to (a) oversight, or (b) intentional
nonpayment of taxes.

This society has cooperated with the Treasury Department in the program to
remind taxpayers of taxability of income. Since our entire tax collection system
rests upon voluntary compliance, we do not believe that failure should be con-
ceded in connection with dividends and Interest lest this be a further step in
eroding our self-assessment system.

As for intentional nonpayment, we understand that rapid strides are being
made by the Internal Revenue Service to correlate forms 1099 with taxpayer
returns on an electronic basis and that as all taxpayers are converted to a
numbering system, this method of cross-checking should be simplified. Cer-
tainly it would appear premature to conclude that volufitary compliance, in con-
junction with the ther techniques now being instituted by the Internal Revenue
Service, is unsuccessful.

A tax withholding system penalizes the small taxpayer who has a small tax
to pay arising from dividend and Infterest income, for withholding covers a
considerably larger percentage of his tax than for those in higher brackets.
Experience indit[tes that mnty taxpayers will receive dividends and interest net
of withholding and fail to submit exemption certificates and fMil to apply for
refttids. Withholding does not appreciably increase the enforcement techilque
as to those large taxpayers who might choose to continue to understate thetr
Income.

s Copy of yearbook placed in committee files.
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We believe that those concerned with drafting become only too aware of the
many defects necessarily resulting from seeking to establish a withholding pro-
cedure that would be administratively feasible and fair to all taxpayers. These
very defects have remained in each succeeding draft and evidence, in our judg-
ient, the validity of the following conclusions which, in summary, indicate that

the public interest does not now presently require the excess costs, unintended
penalization of the small taxpayer, and the other side effects of withholding:

(1) The estimated net increase in revenues has been overestimated when due
allowance is made for the continuing change In taxpayer status of shareholdings
and to the substantial though unmeasurable costs of collection, refunds, etc.

(2) Our basic voluntary compliance system of taxation by self-assessment is
still sound-particularly when joined with the new enforcement techniques being
perfected by the Internal Revenue Service.

(8) If there Is a substantial enforcement problem in connection with large
sums of unreported income, tax withholding does not meet that issue, but instead
penalizes large numbers of small taxpayers and diverts into administrative red-
tape efforts which could be better devoted to apprehension of those who are
failing to report taxable income.

(4) The use of tax withholding would Impose substantial unproductive costs
throughout the economy when our collective energies and efforts can be better
directed in the national interest.

Respectfully yours,
STANLEY A. MCCASKEY, Jr., President.

WOONSOCKET INSTITUTION FOR SAVINGS,
Woonsocket, R.I., April/, 1902.

Hon. JOHN 0. PASTORE,
U.S. ,Senate,
Was hfigton, D.C.

DEAR SENATOR PASTORE: I am writing with reference to the omnibus tax bill
recently passed by the House of Representatives, and which, among other things,
would require a mutual savings bank such as ours to withhold 20 percent of all
interest credited to the accounts of our 35,000 depositors.

This provision unfairly penalizes the small saver and will bring about linpor-
tant changes in savings habits. The withholding requirement will tend to dis-
courage capital formation in thrift institutions and encourage depositors to
hoard or shift savings into tax-sheltered investments such as U.S. savings bonds,
where the tax liability can be postponed indefinitely.

Moreover, since taxes due at time of reporting are generally paid by the tax-
payer out of current income, the withholding of 20 percent of interest credited
will take a tremendous amount of money out of the capital stream. In our case
alone it will amount to more than $500,000 next year. We believe that money
withheld from the saver's account will not be restored and will be lost for Invest-
ment purposes. On a nationwide basis it is easy to visualize the tremendous
impact of withholding on the supply of funds available for home purchasing and
the adverse effect this will have on home construction and employment.

We strongly believe that withholding is also administratively impractical and
munnecessary, since with electronic equipment and taxpayer account numbering the
Treasury soon will have the means of processing the reporting of income and
assuring full compliance with the incolhe tax laws.

Because of the traditional method of handling tax bills, It was Impossible to
amend the bill when It was before the House, despite the great number of pro-
tests received by Congressmen from savers, the building Industry, and others all
over the country. However, as you know, the bill can be amended In the Senate.

I sincerely hope you share our views on this extremely Important matter and
that you will lend your support to a Senate affiendment del~tihg the withholding
provisions at least until electronic data processing and account numbering of tax
returns have had an opportunity to be tried. I hope, also, that you will make
these views known to the members of the Senate Finance Committee.

Very truly yours,
ALBERT N. PLAMc.
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THP DAYTON POWER & LIGHT CO.,
April 5, 1962.

To Each Member of the Senate Finance Committee:
H.R. 10650 Is now before the Senate Finance Committee. As a member and

secretary of the retirement board of the Dayton Power & Light Co. and on behalf
of its retirement Income fund, I wish to protest the provision of the bill which
would apply a 20-percent withholding tax on interest and dividends payable to
tax-exempt trusts, thereby requiring quarterly applications to the Treasury
Department for refund of the tax withheld.

Every cent of the income of the retirement income fund of the Dayton Power
& Light Co. is dedicated to the payment of pensions to retired employees or
death benefits to beneficiaries of deceased employees. The unnecessary depriva-
tion of this income for several months will cost the fund each year. In addition,
costly and unnecessary procedures will be required to the trustee of the fund to
prepare, and to the Government to process, claims for its refund plus further
unnecessary accounting expenses.

I urge that the bill be amended so as to permit the exemption from the with-
holding tax on dividend and Interest payments to tax-exempt trusts and tax-
exempt institutions who file exemption certificates under the procedure now
authorized by the bill for individuls under age 18.

Very truly yours,
J. V. COLLEY,

Vice President and Treasurer.

STATEMENT OF R. C. MORGAN, PRESIDENT, CREDIT UNION NATIONAL
AssOcIATION, INC.

The Credit Union National Association appreciates the opportunity. to sub-
mit its views on legislation currently before the committee to withhold income
tax at the source on dividends and interest. This statement Is intended to
relate solely to section 19 of H.R. 10650, which deals with this matter.

The Credit Union National Association is a nonprofit association of State
credit Unlion leagues representing 18,350 affiliated credit lions throughout the
United States comprising approximately 11 million saving and borrowing mem-
bers. The leadership of the Credit Union National Association has listened
sympathetically to the Treasury Department's explanation of why withholding
of income tax on interest and dividends Is deemed necessary. We recognize
that somb positive measures must be taken to prevent the annual loss of $850
million of tax revenue through underreporting. This loss of Income at a time
of grave international crisis is particularly serious for our Government and
also places an unjust burden on those taxpayers who have been and are presently
paying their taxes on such income, as well as on the general taxpayer who must
bear the costs of Government.

However, we do believe that some modification of the measure as passed by
the House of Representatives is called for in order to ease the administrative
burden on those credit unions that operate with part-time or volunteer help.

As the members of this committee know, credit unions are unique, self-help
financial institutions, operating as an observer once remarked, with "one foot
In finance and the other in the church." Each credit union serves a clearly
defined occupatioial, associational, or residential group, where individuals pool
their savings in order to make loans at reasonable rates to One another for provi-
dent or productive purposes. Thousands of persons have been inspired to accept
credit union office on an unpaid, v01l6teer basis because of the compelling appeal
of the credit uil6h ideal of service to one's fellow man. It is estimated that
some 75 percent of all credit unions in the United States-about 15,000 in nll-
function with part-time and/or unsalitfied help.

Total shareholdings In the 21,000 State and Federal chartered credit uniohs
in the United States on December 31, 1961, were approximately $5.6 billion.
Accurate figures for 1961 are not as yet available on the total dividend paid
on these shares, but based on phvious years' figures, it is estimated that U.S.
credit uilons In 1961 distribtted approxitmately $210 Mil[i6n to shareholders.

Statitics published recently by the BiureaU of Federl Credit UnI s, the
U.S. Government agency chartering and supervising nearly one-half Of all the
credit 01iIbns In the Nation, underscore the relatively modest size of the typical
credit union. The BuThreau reports that one-fourth of the 9,905 Federal credit
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unions existing on January 1, 1961, had assets of less tian $25,000, while one-
half had assets of less than $87,100. State leagues of credit unions tell us that
credit unions under $87,000 in assets, whether State or federally chartered,
operate largely with volunteer or part-time administrative help.

Furthermore, the annual report of the Ohio Division of Securities for 1960
disclosed that of 301,000 share accounts in Ohio-chartered credit unions, ap-
proximately 57 percent-206,000 in all-had balances of $100 or less, and some
74,000 accounts--20.4 percent-amounted to less than $10. The average share
account in this $100 or less bracket came to $28.60 and, while this category was
numerically in the majority, dollarwise it represented but 3.9 percent of the
total share balances of Ohio State-chartered credit unions.

If the figures in the Ohio report are representative of credit unions through-
out the Nation, and we believe they are, it becomes evident that there is slight
tax revenue to be derived from the smaller share accounts in credit unions.
Yet, the numerical preponderance of such accounts would impose a heavy work-
load on the shoulders of already heavily burdened credit Union personnel should
the withholding proposal be adopted in its present form. Moreover, there are
those in our association who fear this additional work might discourage people
from volunteering for credit union office, thus inhibiting the extension of credit
union thrift and lending service.

There is a basic canon of taxation; namely, that no tax should be significantly
more burdensome to those involved in collecting or paying the tax that it is
beneficial to the sovereign. We submit that this principle applies very force-
fully in the case of withholding on minimal credit union share accounts.

For this reason, we respectfully request this committee to consider amending
H.R. 10650 to exclude from withholding of income tax any credit union dividend
of $25 or less. Based on our estimate, this would eliminate over 60 percent
of all member accounts, but would leave subject to withholding nearly 80 per-
cent of total savings. With such a modification, the workload for credit union
officials would be manageable and the tax revenue for the Government sub-
stantially intact.

Credit unions throughout the country have displayed a deep interest in this
legislation and would very much appreciate favorable consideration of their
unique problem.

COUNCIL OF PROFIT SHARING INDUSTRIES,
Chicago, Ill., April 19, 1962.

Hon. HARRY F. BYRD,
Chairman, Senate Finance Committee,,
Washington, D.C.

DFAR SIm: The Council of Profit Sharing Industries recommends that H.R.
10050 now pending before the Finance Committee be amended to eliminate the
20-percent withholding tax on dividends payable to profit-sharing trusts which
are exempt from Federal income tax under the requirements of the Internal
Revenue Code.

The Council of Profit Sharing Industries Is the spokesman for profit-sharing
companies which have contributed about one-third of the estimated $10 billion
of assets which are held in trust for 4Y/2 million profit-sharing benefftiftries. The
council is a nonprofit association of employers with profit-sharing plans for their
employees. It was organized in 1947 by a small hunmber of employers and has
grown to over 800 members having a common interest in profit sharing and the
belief that it offers a solution to industrial strife and a means of maihtaitiiffig
the free economy of this country. The purpose of the council is to profilote
profit sharing and good will and harmony among employers and employees
through the development of profit-sharing plans.

TIlE PROBLEM

Section 19 of H.R. 10050 as passed by the House of Representatives requires
a withlibidihg tax of 20 percent on dividends payable to a profit-sharing trust
even though the trust is exempt from Federal income tax under sections 401 (a)
and 501 (a) of the Internal Revenue Code. We submit that the imposition of
such a tax tends to defeat the purpose of qtialifled profit-sharing trusts and
conflicts with other provisions of the code.

Profit-sharing trusts are, generally speaking, designed to provide long-range
benefits for employees in the form of retirement income, payments in times of
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unemployment, accident, sickness, death, and other emergencies. In order to
achieve these purposes to the utmost, It Is essential that the trust assets and
the Income thereon be invested and kept invested to the fullest extent possible.
Ever since the Revenue Act of 1921, Congress has recognized the social desir-
ability of these trusts by granting them income tax exemption, thus permitting
them to accumulate Income on their investments free from the Federal income
tax. As a result some 30,000 profit-sharing trusts have been adopted as of the
end of the third quarter of 1961 and new plans were being inaugurated at the
rate of approximately 4,500 per year. The present provisions of H.R. 10050
mark an unnecessary departure from the past policy of Congress.

The declared purpose of section 19 of the pending bill is to reduce income
loss to the Government (H. Rept. 1447, 87th Cong., 2d sess., p. 84). We submit
that this purpose is not served in any way by subjecting qualified profit-sharing
trusts to the withholding provisions of the bill. There might be some reason in
applying section 19 of the bill to profit-sharing trusts If there was a possibility of
their being taxable on dividend income.

However, under the present law a qualified profit-sharing trust cannot incur
any income tax liability whatsoever except in the rare instance when it derives
unrelated business income and incurs a tax under the provisions of section 511
et seq. of the code. However, even in such a case Income in the form of divi-
dends is specifically excluded from such tax under the provisions of section
512 (b) of the code.

In light of this complete immunity from Federal Income tax it Is readily
apparent that there Is no revenue loss under existing law so far as a qualified
protfit-sharing trust is concerned and there is no purpose in subjecting such a
trust to the proposed withholding tax on dividends.

PROPOSED RELIEF IS INADEQUATE

It Is true that the bill makes provision for quarterly refunds of the amounts
withheld and permits the use of such amounts as credits against other taxes.
This is not a satisfactory solution to the problem for the following reasons:

(1) The trust is deprived of the use of the amounts withheld for as much as
3 months. As indicated above, these employee trusts rely to a large extent upon
the receipt of investment income to achieve their objectives. According to SEC
statistics for 1900, approximately 45 percent of noninsured pension funds were
invested in preferred or common stock and the trend Is to ever increasing amounts
each year. Comparable figures are no doubt applicable to profit-sharing trusts
as well as pension trusts. The refund provisions may afford some meaure of
relief where dividend income represents only a small portion of an organization's
total income but It does not do so where a large percentage of income is
derived from dividends.

(2) The provisions of the bill permitting an organization to offset withhold-
ings against employment taxes or taxes collected at the source on wages Is of no
material benefit because the vast majority of these trustes have no employees
but are administered through corporate trustees. Some large profit-sharing
trusts may have regular employees but it Is likely that the number is relatively
small and, in view of the large amount of dividend income, it is doubtful that
the credit provisions of the proposed bill will offer any real solution to the loss
of use of amounts withheld.

(3) The filing of refund claims for amounts withheld will unnecessarily add
to the cost of admitnistering profit-sharing trusts. Although such elfims may
become routine, there will nevertheless be some administrative expense. This
expense will serve only to reduce further the productive capacity of the trust
nmid result in lesser benefits to the employees and their beneficiaries.

(4) Similarly, the provisions for reftilid will add to the Government's cost of
administering the income tax law. The purpose of section 19 of the bill is to
increase revenue and this purpose will tend to be defeated by imposing an addi-
tional cost on the Government to facitittte the repayment of amounts which are
fit no way subject to the Federal income tax and which fro6m the very inomeht
of thitr ittfhlding are destined to be repnild.

RECOMM EDATIOX

For these reasons we submit that the only adeqiuite method of treating tax
exempt qualified employee trusts is to exempt them entirely froM the proposed
withh~lditig tax. Such an exemnitibn would be consistent with the present'prbivi-
sious of the bill pefrkittihg the use of exemptlbn certificates where interest pay-
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ments are concerned. It would be a simple matter to extend this treatment to
dividends as well.

It must be noted that the bill allows the use of exemption certificates in the
case of certain individuals merely upon the belief that they will not be subject
to income tax. If an exemption certificate is valid where the income tax liability
is doubtful, we submit that it is perfectly valid where it is known for certain
that the recipient of the dividend will incur absolutely no tax liability on the
arnount being paid.

Moreover, such an exemption is justified in light of the provision of the bill
excluding from the definition of "dividend" amounts paid by one corporation
to another where both are members of the same affiliated group and where a con-
solidated return was filed for incoine tax purposes in the past year. As the House
report points out (p. 88), such intercompany transactions are "washed out"
for tax purposes. Similarly, a withholding on dividends payable to a qualified
profit-sharing trust would be washed out by the immunity of such a trust from
Federal income tax.

In short, exemption of dividend payments to a disqualified profit-sharing trust
from withholding tax would be entirely consistent with the purpose of the bill,
it would avoid unnecessary additional costs to the trust as well as to the Federal
Government, and would permit the trust to operate in the ananner in which
Congress intended.

Respectfully submitted.
JOSEPI1 B. MAEER,

Admitnitrative Vice President and Secretary.

KAY & KAY,
De Ridder, La., April 9, 1962.

Hon. ALLEN J. ELLENDER,
U.S. Senate, Washington, D.C.

DEAR AT, ; : Myself, as well as all of the savings and loan people in the State,
of course, are naturally concerned with the provisions in the current tax bill
affecting the interest of their members and their institutions.

We realize, of course, that all persons who are singled out for additional or
Increased taxes always make a fuss about it and that is natural.

The provisions of the current bill, as I understand it and as it came from the
House, will place a tax obligation upon these institutions which they have not
previously been required to pay, and of course, while they think it Is definitely
inequitable because of their particular type service and semipublic character in
promoting thrift and homebtlilding, they also recognize the practical reality that
that the administration is in need of more money to carry on its quite ambitious
programs. Therefore although this additional burden will possibly jeopardize
the maintenance of dividend rates of some institutions at their present level, it
is probable that most institutions can continue to pay modest dividends at the
present interest rates under the tax schedule as it is now fixed and in event it is
not increased or otherwise made more burdensome.

The withholding of dividends, of course, is something else and when reduced
to its basic element, it merely is that the Government is requiring the savings
and loans and other dividend paying and interest paying institutions to collect
and remit the tax funds in advance on a withholding basis patterned after the
wage withholding except that it is mUch mlore burdensome than the latter from
a bookkeeping and clerical standpoint for reasons that are obvious and I need
not burden you with.

On smaller institutions this is going to require additional personnel under
conditions where most of them will necessarily have to pass this on In the form
of increased interest rate to home borrowers or decreased dividends to investors.

Tilts is going to be a difficult and trying and embarrassing thing for those
in the management of these Institutions to explain to the depositors and even-
tually the explanation of the reason caused for such will have to go back to
those whose responsibility it is in connection with the tax program.
We do hope that you can realize and consider the problems of these Institu-

tions, their investors and borrowers, along with the other complexities of this
program, and see that we are protected aghinat an undue and unreasonable
burden in connection with this matter.

With regards and best wishes, I remfidn
Yottrs very triuly,

STUART S. KAY.
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COMpTON ADVERTISING, INC.,
Noo York, N.Y., April 10, 1962.

Hon. HARRY F. BYRD,
U.S. Senate,
Washington, D.C.

MY DEAR SENATOR: All 800 employees of this company are eligible for member-
ship in our pension plan. I am writing on behalf of all of them to protest
the withholding of 20 percent tax on the dividends and Interest accruing to the
trust fund which is being provided to take care of their old age. The trust has
qualified for Income tax exemption and If certain Individuals are to be relieved
of withholding there can be no justification for this discriminatory treatment.

More to the point, anything which tends to reduce the fund or to increase
Its operating expense, even temporarily, reflects directly upon the amount
of the benefits which will be available to each In his old age.

I, therefore, urge you to rewrite that section of the proposed revenue act
which pertains to this matter.

Respectfully,
HENRY A. HAINES,

Chairman, Compton Pension Plan Committee.

BOARD OF PUBLIC WELFARE,
BUREAU OF OLD AGE ASSISTANCE,

Hingham, Ma8s., April 10, 1962.
Hon. HARRY FLOOD BYRD,
Senate Office Butilding,
Wa8hington, D.C.

MY DEAR SENATOR BYRD: As a director of public welfare I would appreciate the
opportunity to express a few thoughts concerning the withholding tax business
of omnibus tax bill (H.R. 10650).

In my work I come In contact with many elderly persons who have a few dol-
lars saved and depend to some extent on the Income they receive from their
money.

I am sure that a large number of these people would not understand that
something had been taken from their Income, and as a result, would take no
action to recover it.

Many of these Individuals are not subject to Income'tax, and the enactment of
a withholding tax would enforce a real hardship.

It would seem that some other system could be devised to uncover the per-
sons who fall to report taxable Income.

There are many of us who sincerely hope that the Members of the U.S. Senate
will find other means which will not be burdensome to people who already are
faced with many problems.

Sincerely,
GEORGE C. M KAY.

THE PUBLIC SCHOOL TEACHERS' PENSION
AND RETIREMENT FUND OF CHICAGO.

Chicago, Ill., April 17, 1962.
Hon. HARRY F. BYRD,
C airtnan, Finavce Committee of the Senate,
Washington, D.C.

DEAR SENATOR BYRD: The trustees of the Chicago teachers' pension ftiid are
greatly concerned about the wltliholding provision contained In II.R. 10650.
ltider this hill the boifds of the fund, exceedin,: $80 million, would be subject

to wlthhblding of Interest. While a refund wot h! 1e paid later, the fund would
sustain a 0lhbstnntial loss ofin~ome each year.

The provision for reffiid also Is Impractical for a fund such as ours._ The
prdooshl for offsettithg Inet,6e tnx withheld ffoM employees' salaries wotild'flbt
compensate for the loss in Income because of the smalJ nutiber of employees
reqtlf1rd to adit tflster the fundl.

It Is our hope that the C0iihhttltte on Finance will approve an amendimeint to
the )il1 vl1th would exclitde securities of jifilhlto nsift finds fefththe 6'i0l|a-
tion of the bill.

Very truly yoirs,
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WAUBSAU, Wra., Aprti 16, 1968.

SENATE FINANCE COMMITTEE,

Senate Ojtoe Building,
Wa8hington, D.C.

0ENTLEMEN: I desire to submit the following statement, as evidence before
the committee hearing, as my opinion why the 20-percent withholding feature
on dividends and interest should not be in the tax-revenue bill, which has just
been passed by the House of Representatives:

1. This feature would cause undue burden and needless extra paperwork
on all corporations, banks, savings and loan companies, and others who are
declaring interest or dividend payments. I do not believe this extra paper-
work to send in the 20-percent withholding is justified.

2. Many elderly people WoUld lose this interest because they do not under-
stand the technique of applying for their refund and they could not afford to
hire someone to make the application for them. This is an undue burden on
elder citizens who need every bit of interest and dividend income for livelihood.

3. Additional Federal help would be necessary to process all the refund checks
which would result from this withholding feature. This means additional
Federal payroll and I am suspicious that the present administration wants
additional captive votes.

4. Present procedures planned in the data processing technique, whereby divi-
dends and interest paid could be identified to the individual by a social security
number, would entirely take care of checking the revenue which should be
received from this dividend and interest source. The only necessary change
In reporting these dividends and interest would be that all dividends and
interests below, say, $10 per annum, should be reported on the same forms that
the present reporting is done. Since the interest payment would be identified
with a social security number the interest declared on an individual's income
tax could be easily checked. This would not involve additional payroll at
the Federal level and would not Involve great burdensome paperwork at the
source of interest payment.

Yours very truly,
L. L. SHEERER.

MUNICIPAL FINANCE OFFICERS ASSOCIATION
OF THE UNITED STATES AND CANADA,

COMMITTEE ON PUBLIC IRMPLOYEE RETIREMENT ADMINISTRATION,
Chicago, Ill., April 9, 1962.

Hon. HARRY F. BYRD,
Chairman, Senate Finance 7oininittee,
Wa8hington, D.C.

DEAR Mr. CHAIRMAN: The tax bill now before your committee is being viewed
with considerable concern by the trustees'and administrators of public employee
retirement systems. The withholdings of interest and dividends on corporate
securities, while returnable to the systems as a refund, will create a substantial
loss of income to these systems as well as a serious administrative problem.

Under the bill, as we understand it, the systems are exempt as agencies of
Government. They would be entitled to a refund of the withholding taxes upon
filing an applications. However, the Unavailatbility of the proceeds from interest
and dividends for current investment would result in a loss of income. The
belief of the sponsors of the legislation that the withhlding on securities cold
be offset by amounts normally paid as withholdings from salaries for income tax
and other purposes is erroneous. Because of the relatively few employees en-
gaged in admiflistering the rettremfit systems, the salary withholdiigs aplfOxi-
mate only several hundred dollars per year compared to the thttisands of dollars
that wofild be withhOld from liiterest Cand dividel~l on the large aniblihts of
securities owned by these systems which constitute their accunmfltlted reserves.
Furthermore, the spread between these two Items will become increasingly greater
with the cofitlifed" 611ciftiftb f the systems aid the increases In their reserves.

The public enloyee retroffiit systems now have in excess of $0 billion
Invested In corpobrite securities. The investment in these securities is steadily
increashig due to the revisions duihihg recent years of the Investment authority
appillcable to these systems. These ihvestments may well d6uble ln"A1itliit dur-
ing the next 5 years. Corporftte bonds and stocks now coniptqise a substntifil
proportion of the investmenttp6Vtfdltos of these systems and have bWelhe ifttlith-
porttfit medfitn for the Investmeit 6f their reserves.
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S(,4-11111l :-13 fol r he ihill irvII't es 1i1t tax-exemillit firgzia izatiimis 11111y submit
Iex.Iililltim) verti fifl(s, but the same sectioll fllthll'r prohlies 111111div ex'iiliptiml
Shall llot apply ) ': I it ) ]llt t',t l 41 ill e'iel, of Ind tl (iillit's I b ) :ilOlllt s ol
d('iosit r'epreseliteI by Irmi .sferlible siaires : amid ( r interest im IV.S. (Joverunlent
11l Igat Ilons.

Tliese eXtioni to tie exempion" detiil tely ellnlit114. illy iililitilges to ll-
iHe eimlhq , ret irlioiclt systeiis hi li h ie.t, of th exetillilin (crtitliates be-
eist tlhu rtirmenlt system asset ire fill Invested In boniN and other M(ldenclls
11 illolioflless. traliiferahlh i shares mnd U.S. (3overnnient obligltions.

S'ctilon 385 provides for quartrly refunds to tax-exempt orgaiiiations of
ie vxes , oif tax wtiheld over credits for other taxes whihh may liavt litli

withhold by tie tax-exempt organization. A tremendous quarterly reporting
effort will N, rtlillred to obtain such il refuind. Due to estalishd policy of
diver.l trying their IlivestieilIs, the retiremetit systems have aecutilulated a large
iiilttwr of iidivitial securities fxcemhng several hilndred in a single Instance
oll wlihh tax.s wouid he withhold under the hill. M'Many of th securities s are
plyali to bearer. It Is assmined that tax-exelipit orgAtIllntlims woild he re-

uilred to sihlt an exemption e(rtlfieaft each tie a (,oliPon is clipped from i
.orliflroite hiond or ai divIdlehld Is paid on stocks.

o tirge that the(r committee give careful consideration to tile proposed legts-
hillol hi its Ililililltefi to pllil, eminployee retirelnent systems with the view
of' proviilig a fill exemptblii for thies sytVelns ufiltlr this IlpgIsatloii. 'rihe
adoptloli of the billl In Its present form wolhd ellhstttlite an Indire.t tax on these
syst llliS lilhllse of thie large loss of revelie that will be Incurred by the retire-
liileit systems and the consequent additional burden that will he imposed on the
govtl'iiliientill eiptloyers, thlroulh anl IncPrease tn local taxes to provide for the
'evelle defiienlies.

Niticerely yours,
A. A. WmETNnEo. V(hal,'man.

TYER RunrItu ('o..
.. HAdover, Ma.s,, .pril 24. 162.

ion. NlewAii e P.oon Brom.,

,'nuate Oftlee Buliding, IVa.h1in 1qton, D.C.
)EAR SENATOR BIm: My associates and I are strongly opposed to 11.11. 10i50

as r(ently passed by the House of Representatives.
In expressing our opposition, I am speaking not only for Tyer Rtubber Corp.

but also our parent company, Converse Rilbber Corp., of Mailden. Mass., and for
its other aftiltlites inelidtig (Granlte State Ribber Co., of Berlin, N.H. Our comn-
patles employ nore thril 3,000 peOple in the nailtifflettire of rubber and canvas
footwear.

Our Inlustry has been hard hit by foreign coMpetition, with Japanese pro-
ducers having taken over nearly one-half our domestic footwear markets. We
have been seriously concerned at tile prospect of further damage to our indlistry
If H1.R. 9900, the proposed Trade Expansion Act, were to pass, and had hoped for
soni assistance from revision of our tax laws.

Uifdlithintely, we see no chance of boteofit fromt H.R. 1060.
The proposed tax credit cannot help us unless the prospects for profits are

improved by inakilig our tax laws less onerous and/or by curtailiiient of colnpetl-
tion from imports so as to Justify ouir ihVestlng In new equipment.

Bit our-ibiivcolncerti-is the Increase In pension costs whih wouhlld result froli
the wlthhllding of Income payable to Treasu'y-approved pension trusts whieh.
are exempt from income tax. Sichi witlhoflhligs would be the equivalent of an
additional tax on contribitrirs to pension trust fuis. It would apparently be
necessary for the trustee of each fund to apply qttfirti'ly for refuiids, so thtdt their
wottld lie a cotlplete ster4lizatiol of 20 percent of the trist's interest and dividend
income for Iltbre than one-fourth of the tiip. This delay In the reinvestment
of such income woflid materially Increase the contribittlons reqitred-to maintain
the fAlis and woild result In a discriminatory Increase In the cost of pensions
for eliililoyees.

We sincerely hope that you and your associates will prevent the enactment of
withholding provisions which wotild penalize, not oily beneficiaries of pension
f iiids, but also thousands of nontaxable Indtvlditiils and organIzatifs from which
unjistifled withholdings would ,be made.

Cordially yours,
W. H. Bil.41iMl Pregidetit.
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TI'ISmENT OF AIX(J III:ilzIIEIRl, NEWAUK, N.J.. ON PROPOSED CHANGE OFSv.,rloN 12321

Th'lle a(llnistrathu's tax program all( the bill passed by the flouse are sup-
poIsed to promote the expansion and modernization of Anerleai Industry. lut,
Il Its present form, this legislation (varmot accomplish Its purpose. It, Is full
of contradlCtions ecflS--

(a) TIe so-viilfed tax credit wollId apply only to taxpayers taking a
profit. If taxlyer lis a loss frolOl operations, the tax credit cannot In-
tltence him to renew his machinery.

(b) The extent of the tax credit eantlot le safely determined if assets are
bought at the beginning of the year. Consequently, the tax credit cannot
motivate a taxpayer to buy new assets.

(e) The abolition of the capital-gain provision In section 1231 as pro-
posed would act as a further brake on the desire of management to buy new
plant or maehinery-the old plant or machinery cannot be sold without pay-
Ing a large tax; new assets cannot be imought without further depleting
working capital.

.Section 12 11 was originally Inserted in the code to take care of the rise
in prices of used machinery during the war. This problem Is still with us
iln an Inflatiobary period. In addition, there would be no Incentive to sell
If a large tax has to he paid.

In order to attain the end the adnhthistration has in mind, it Is proposed-
To maintain the present section 1231 as far as depreciable assets, especially

real estate is concerned;
To amend section 1231 as follows:
If assets of like or similar nature are acquired within 1 year of the sale

of the old asset, the gain on the sale Is figured as heretofore, but the gain is
used to reduce the basis of the new asset.

In case of a plant the period of 1 year Is to start 1 year before 'or after
erection of a new one.

Such a provision would have these results:
1. Working capital for the purchase of a new asset would be freed,
2. Benefits are hot depOndent on profits,
3. Further contplietifon of the tax structure, especially elaborate record-

keeping, Is avoided,
4. The true meaning of the capital-gain provision-to give recognition to the

rise in the economic plateau of the coubtry-is maintained,
5. A problem which surely will change the makeup of the American economy

and require changes In the tax structure is anticipated. This problem has to do
with the fact that American corporations show reduced profits per sales dollar
In the last 10 years. There was a shrinkage of 3 and mofire percent. This means
less capital for investment will be generated within the enterprise itself. There
Is a poiht of no return.

TowF.as, PEaRRiN, FoasTa & CROSHY, INO.,
Philadelphia, April 24, 1962.

HR. 10650.
Hon. HARRY F. BYRD,
(hairtnan, Committee on. Finance, U.S. Senate, Washinton, D.C.

DEAR SENATOR BYRD: As constilthfits on employee benefit plias, and also as an
employer operating a profit-sharing plan for our own employees, we should like
to mtike certain comments and suggestions regarding H.R. 10650, now before
the Senate Finance Committee. Our particular interest Is In section 19 of the bill,
which presumably would exempt from the withholding provision of the bill
certain interest received by qualified pension and profit-sharing trusts, but which
would not extend a corresponding exemptih to'dividends received by such trusts.

The withholding of 20 percent of dividends payable to such qualified trusts,
even though the withheld amounts may later be recovered by filing quarterly
claims for refunds, will, depending upon the type of plan, either increase the
cost to employers of admifilstering such trusts, or will deprive employees of
some of their intended benefits.

In the case of a pension trust, if assets represented by the 20 percent with-
holding remain "tlhikvested even for a period of 8 months (on the optimistic as-
sumption that the Internal Revenue Service will be prompt in making refunds)
there will be a loss itn the fund which the employer will be required to make up
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in his future contributionss to the fund. Such deficiency contributions will in.
crease the employer's cost of the pension plan. Since pension plans are long.
range projects, and their funding depends heavily upon compound interest,
such losses over an extended period of time could become very significant.

In the case of a profit-sharing trust, the covered employees bear the loss
from any assets remaining uninvested, even for a short period of time. Under
tie usual profit-sharing plan, the employer has no commitment to make up any
losses in the fund. In a qualified profit-sharing plan to which employees con.
tribute, the loss of earnings on any of his contributions has the effect of a hidden
tax which the employee pays currently, despite the fact that section 402 of the
code intends that earnings on employee contributions be accumulated tax free
in such trusts until they are distributed to the employee. Again, over a long
period of time, the amounts can be substantial.

The avowed purpose of section 11) of H.R. 10'"0 Is to reduce revenue loss
to the Government from failure to pay taxes accrufing on interest and dividends.
We submit that this purpl)o5 is not served by subjecting qualified pension and
profit-sharing trusts to any part of the withholding provisions imposed by
sectlon 19. Such trusts are completely immithe from Federal Income tax, and
hence there can be no revenue loss under existing law on the interest or dividends
payable to them.

In view of the above, we submit that the only equitable method of treating
tax-exempt qualified pension and profit-sharing trusts is to exempt entirely
from the withh6ldilg provisions of the bill any income payable to such trusts.
The bill, already contains a provision permitttiki the use of exemption certificates
in connection with interest payments. It wotild be a very simple matter, and
admlhitratively feasible, to extend this treatment to dividends as well.
The complete exemption of qualified employee trusts from the withholding

provisions of the bill would, in our opinion, be consistent with that provision
now in the bill which would allow the use of exemption certificates for indi-
viduals merely because they think they will not be subject to income tax. If
exemption Is Justifiable where the existence of a tax liability is doubtful, it is
certainly justifiable where it is established by law that there can be no tax
liability.

Respectfully subdiittted.
J. K. Dym Jr, ,F.S.A.

COMM17EE OF BROKERS AND DEALERS ON TAXATION,
New York, N.Y., April 24, 1962.

Hon. Senator By=,
Ohafrmant, Senate Fnatne CommUttee,
Senate Office Building, Washdtton, D.A.
DEAR SENATOR BYRD: The Committee of Brokers and Dealers on Taxation

goes on record as unalterably opposing the provisions for withholding of divi-
dends and interest as proposed in the Revenue Act of 1962 (H.R. 10650). We
believe that the automatic data processing system would achieve the desired
result in obtaining revenue lost through unreported Interest and dividends.

If the Senate Finance Committee deems it necessary to approve such provi-
sions, then, in the interest of administrative expediency, no exemptions or
exclusions to the plan should be made. In lieu thereof, adequate machinery
should be set up to issue prompt refunds of overwithh6lding tax and/or pro-
vide for claiming credit for such withholding.

Very truly yours,
EDWARD W. MoxRns, Ohainman.

STATE ENT Op Ritor ISLAND BANKERS ASSOATioN, Pnov D mnr, R. I.

The executive council of the Rhode Island Bankers Association, representing
ail commercil and mutual savings banks in Rhode Island, has just completed
a careful study of the withholdibg provisions of omnibus tax bill H.R. 10650.

We agree with Government leaders that the Federal Government must collect
all taxes due on interest and dividends received by taftpayers. However, we
feel every effort should be made to collect taxes due through methods which are
less burdensome to the taxpayers and the banks than the methods provided in
flits bill.
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We respectfully suggest that the educational program aimed at improving
the reporting of interest and dividends be continued. This program has shown
good results.

We suggest the inclusion of the following question in future Income tax re-
turns beginning with the year 1962:

"Have you reported all dividends and interest received by you from all
sources in this return? Yes-. No--."

In our opinion, such a question would greatly increase the reporting of these
types of taxable income, especially when considered in the light of the new tax-
payer number and electronic computer system.

We suggest the full use of information returns, at lower limits than $600
In the case of interest and dividends as an additional effective answer to the
prblem Of uliderreporting.

The alternatives mentioned above would certainly be less costly, less con.
fusing, and less inconvenient to all concerned. These alternatives, we believe,
ore realistic and reasonable and deserve your serious consideration.

While opposed to the principle of withholding we submit that if such a tax law
Is enacted by Congress many inequities contained in the present bill should be
corrected.

We subscribe to the following suggested changes as proposed by Joseph C. Wel-
man, past president of the American Bankers Association (1) Exemption cer-
tificates should be good until revoked by the taxpayer instead of being renewed
each year; (2) exemption certificates should be available to charities, colleges,
nnd other tax-exempt organizations on the same basis as individuals; (3) ex-
emption certificates should also be made available for tax-exempt organizations
and to nontaxable individuals regardless of whether they hold their invest-
inents directly or through a trust or other fiduciary relationship; (4) the effec-
tive date should be delayed to January 1, 1964, so that banks have at least a
year to obtain personnel and equipment and to adjust their operations to handle
withholding.

(Whereupon, at 12:80 p.m., the committee stood in recess until 10
, m__ T1,,tn.v. AAnl 94- 100-1,


